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LABOR SAVING ACCOUNTING FORMS 


-Let 
WALTON train you 


for a Successful Career in Accountancy — 


NOW —not at some uncertain future date—is the time to start 
working toward your C.P.A. certificate. Take the essential first step. 
Investigate Walton courses, methods, and results. Thousands of men 
and women who hold high executive positions paying excellent salaries 
credit their success to the thoroughness, practicality, and professional 
quality of Walton Home-Study instruction. 


WALTON’S CHALLENGING RECORD 


Over 3,000 C.P.A.'s are Walton Trained 


53 Winners of Honor Medals in C.P.A. Examinations are 
Walton Trained 


Walton courses are especially designed for home-study instruction 
and are classroom-tested for clarity and presentation. You get the 
benefit of Walton’s 48 years of experience in preparing students for 
successful careers in accountaney—public, private, governmental. 
These courses have the unqualified endorsement of leading accountants. 
Start now to learn Accounting, the language of modern business. 


Call at the School, write, or telephone Mr. Randall 
at FRanklin 2-4576 for a copy of The Walton Way 
to a Better Day. It describes Walton courses, meth- 
ods and results. 


Walton also offers complete Resident Day and Evening 
Courses in Accounting and Business Administration and 
C.P.A, Review. Approved for Veterans and Civilians. 
Regular classes begin in September and February. 


Early registration is advisable. 


WALTON SCHOOL OF COMMERCE 


A Professional School of Accountancy (Founded 1910) 
111 NO. WABASH AVENUE e CHICAGO 2, ILLINOIS 
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OFFICE PRODUCTION DEPARTMENT 
Volume work done quickly and accurately in your office 
or ours—evenings and weekends 


FIELD SERVICE DEPARTMENT 
Cheerful, competent SOS Lifesavers to help you 
in your office during the day on a temporary basis 


RECORDS MANAGEMENT DIVISION 
Professional assistance and service to help you in better 
records keeping 


STIVERS 


7 South Dearborn St., Chicago 3 
Wa eHONE: DEarborn 2-5210 
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The KEY to YOUR OFFICE PROBLEMS 


TEN SAVINGS YOU MAKE— SERVICES AVAILABLE 
BY USING OUR SERVICES TO YOU 
1. Newspaper advertising costs e Stenographers 
2. Personnel Department costs e Typists 
3. Unemployment Compensation e Stencil Cutters 
costs e Receptionists 
4. Old Age Benefit costs e File Clerks 
5. Insurance costs e Clerk-Typists 
6. Vacation costs e Posting and Payroll Clerks 
7. Absenteeism and sickness costs e Switchboard 
8. Pay for Legal Holidays e Comptometer 
9. Training and break-in costs of | @ Key Punch and Tab Operators 
inexperienced help e In Fact, Any and All Types of 
10. Employment Agency costs Office Help 
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WORK DONE IN YOUR OFFICE OR OURS 
We have the Space, the Know-How and Equipment 


Use us when you want us for as long as you need us 


In the State of Wisconsin, particularly, in the Milwaukee 


area, we are the pioneers of this type of service. 


© 1957 National Calculating Service Inc. 
Reproduction in whole or part without written permission is strictly prohibitive. 


CALCULATING 


TYPING ° 


TABULATING 


Malional Calalaling Mesviie, Swi 


30 W. WASHINGTON STREET CHICAGO 2, ILLINOIS FRANKLIN 2-8204-5-6 — 


CONSIDER NOW ... 


The Illinois Society of Certified Public Accountants’ 


Approved 


GROUP INSURANCE PLANS 


(1) The Disability Plan provides an income in the event of disability 
caused by sickness or accident. SPECIAL!! GOOD NEWS FOR 
INSURED MEMBERS UNDER AGE 35, EFFECTIVE APRIL 
1958. 

We are pleased to announce a reduction of 25% in the Weekly 
Sickness and Accident premium rate on this Special Disability 
Plan for those under age 35. 

The regular premium rate will again apply on the first renewal 
date following the insured member’s 35th birthday. 


(2) Also available is the Group Hospitalization Plan for you and 
your dependents—the benefits available are outstanding. 


(3) The new Accidental Death and Dismemberment Plan, which 
became effective April 15, 1957. Amounts available are up to 
$300,000.00, and the cost is only 90¢ per $1,000. per year. If you 
have not yet applied for this new Plan, do so immediately. 


(4) The new Group Major Medical Pian—see next page. 


All Plans mentioned above provide a substantial saving in pre- 
miums. 


Inquire today—please write or telephone 


PARKER, ALESHIRE & COMPANY 


Established 1901 


175 West Jackson Blvd. Chicago 4, Illinois 
Telephone WAbash 2-1011 
Administrators of Special Group Plans for 
Professional Organizations 
and 
General Insurance—Life, Fire, Automobile, all Casualty Lines. 
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IMPORTANT ... 


The new approved $10,000.00 Group Major Medical Expense 
Plan for members of the Illinois Society of Certified Public Account- 
ants became effective May 15, 1958. 


Your choice of two deductibles, 
either $300.00 or $500.00— 
WHO IS ELIGIBLE? 


All members of the Illinois Society of Certified Public 
Accountants actively engaged in accounting work under 


age 70, their employees, and dependents of both. 


Both combinations provide for payment by the Company, after the 
deductible, of 80% of all covered medical expense until $3,000.00 
has been paid. The Plan then provides 100% of all covered medical 
expenses until the maximum of $10,000.00 is paid or until the elapse 


of three years from the date such medical expense first began. 

This Plan provides coverage both in and out of the Hospital. 

All benefits are payable in accordance with the provisions of the policy. 
Mail your enrollment form today. 


If further information is desired, write or phone 


PARKER, ALESHIRE & COMPANY 


Established 1901 


175 W. Jackson Blvd. 


Tel. WA 2-1011 Chicago 4, Illinois 
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SOS Data Processing will help you save 

money while giving you prompt, quality 

tabulating service. Our team of systems 

engineers bring many years experience, in 

many industries, to bear on your problem, 

Our staff offers broad professional 
experience in accounting, financial, 
sos statistical, production, marketing, cost 

DATA PROCESSING control, and management problems. We 
work closely with your own staff and 
with your public accountant or 
management consultant. 


a complete IBM Call today .. . let one of our systems 


tabulating service engineers explain how this quality service 
can help you. SOS Data Processing 


22 West Monroe Street, Chicago 3, Illinois 
FInancial 6-6455 


AN AFFILIATE OF STIVERS OFFICE SERVICE 


quality processing of accounting, marketing, production, research and statistical data 


CLASSIFIED ADVERTISING 


THE ILLINOIS CERTIFIED PUBLIC ACCOUNTANT accepts 
elassified advertising at the following rates: 

Situations wanted—10 cents a word; Business opportunities or help 
wanted—20 cents a word. 

A box number, if desired, will be charged for as two words. 

The closing date will be the 15th of February, May, August, and 
November. Address all replies to the office of the [linois Society of 
Certified Public Accountants, 208 South La Salle Street, Chicago 4, 
Illinois, to the box number given in the ad. 


CONTROLLER—TREASURER 

Financial and management executive with broad and extensive ex- 
perience in medium and large national firms (10 years) at division 
and corporate level where presently employed. Versed in costs (HVY), 
eovernment contracts, budgets, financial controls, internal auditing, 
federal, state and local taxes, professional systems and procedures ex- 
perience national C. P. A. firm. Public and industrial accounting ex- 
perience. Age 43. B.S. degree. Box 14. 


ESTABLISHED CHICAGO SMALL FIRM desires a partnership 


arrangement with an experienced individual practitioner age 28-35. 
Box 13. 
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“The real cost of money 1s the 


cost of being without 1t.” 


THE IROQUOIS COMPANY 


€ . . 
‘In business to help business’’ 


COMMERCIAL FINANCING 
FOR MANUFACTURERS AND WHOLESALERS 


176 West Adams St. Chicago 3 CEntral 6-7070 
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Coming CiccB 


ANNUAL CONVENTION 
AMERICAN ACCOUNTING ASSOCIATION 


Syracuse, New York 


August 25-27 


PROBLEMS OF ADMINISTERING 
A TAX PRACTICE 


A weekly series of study sessions sponsored 
by the Committee on Education and Train- 
ing of the Illinois Society of CPAs. Starting 


in September. 


ADVANCED PROFESSIONAL 
STUDY CONFERENCE 


Sponsored by the Illinois Society of CPAs 
and Northwestern University September 
10-12 


PRESTIGE AND STABILITY... 
A checking account at 
The Northern ‘Trust 


A Northern Trust checking account 
is a prestige banking connection in 
keeping with the professional status 
of certified public accountants. The 
Bank’s reputation for strength and 
stability —essential to members of 
the public accounting profession— 
has been unsurpassed for more than 
four generations. 


You will find that the banking 
officer in personal charge of your 
account is always available for con- 
sultation and discussion. Should 
you require any of the Bank’s other 
services—investment advice, estate 
management, bond, savings or safe 
deposit—he will quickly arrange 
matters for your convenience. 

For personal service and sound » 
financial assistance, plan to visit | 
our Personal Checking Department - 
on the second floor soon. Or, if you == 
prefer, write or phone Mr. G. B. Th 
Milnor, Second Vice President, for | 
useful information about the spe- 
cialized services available to you at 
The Northern Trust. 


fee 
NORTHERN/TRUST 


Northwest Corner La Salle and Monroe Streets 


Chicago, Illinois e Financial 6-5500 
MEMBER FEDERAL DEPOSIT INSURANCE CORPORATION 


PRESIDENT’S PAGE 


By the time this issue comes to you, 
our Society will be well into another 
fiscal year; our new officers, directors 
and committees will be going forward 
with the Society activities into our 
fifty-sixth year. This ‘‘changing of 
the guard’’ takes place each year in 
early June, so smoothly and efficient- 
ly that it is probably not noticed by 
many of our members. I shall there- 
fore take this final opportunity to 
say ‘‘I thank you’’ to everyone who 
supported our Society efforts in any 
way during the past year. 

Although the Society presidency is 
a lot of work, and perhaps a bit more 
difficult for a local practitioner living 
away from Chicago, it is nevertheless 
a rich and stimulating experience. 
I have enjoyed it immensely and I 
know that I have gained much more 
than I have given during the past 
year. This is possible, of course, be- 


cause so many loyal and able members 
are devoting their time and talents 
to Society work. I shall be grateful, 
always, for the privilege of sharing 
in these efforts, but most of all I ap- 
preciate the opportunity of meeting 
so many of the fine people who are 
members of the Illinois Society. 

As I think back upon my Society 
experiences, I believe that our most 
important accomplishment over the 
past several years is the growth and 
development of a fine spirit of mutual 
respect and ‘‘togetherness’’ among so 
many of our members. This transi- 
tion from the old idea that we are 
primarily competitors into the new 
concept that we are professional con- 
temporaries has been brought about 
largely through our becoming better 
acquainted in Society work. These 
acquaintanees soon ripen into friend- 
ships, and encourage tolerance, un- 
derstanding, courtesy, respect, and 
all of the finer human attributes 
which should characterize our per- 
sonal relationships, particularly those 
with our fellow members of our own 
profession, 

Our success in achieving and 
maintaining a truly professional stat- 
us in the eves of the public depends 
heavily upon this matter of our at- 
titude toward each other. We can 
hardly expect to achieve a great 
measure of public esteem collectively 
until we have first created a high 
level of personal regard for our 
contemporaries within the profession 
itself. Despite our God-given differ- 
ences in temperament and personal- 
ity, and the cold economic fact that 
we are in many instances in competi- 


tion with each other, we are, never- 
theless, actually partners in this most 
important common enterprise of our 
professional development. 


Our professional organizations, 
the Chapters, the state Societies and 
the American Institute provide the 
means by which all of us can meet 
and know the people who are most 
interested in the things which are 
mighty important to you and to me. 
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If you aren’t getting the benefit o7 
this fellowship and friendship, you 
are missing one of the best advan 
tages of membership in your profes 
sional organizations. | 

Why stand alone? Plan now td 
show up at the next Society even) 
and get acquainted with your ‘‘com: 
petitors.’’ They’re really fine people 
and I am sure you will enjoy knowing 
them better! 


| 
{ 


Cordially yours, 


Audits of Special Assessments 
in the State of Illinois 


By Downa.p S. SKINGER 


Under Illinois Statute (Chapter 24 
Par. 1206) (Sec. 5) we find the fol- 
lowing ‘‘The audit report shall con- 
tain statements that are in conform- 
ity with generally accepted municipal 
accounting principles, and shall set 
forth, in so far as apossible, the finan- 
cial position and results of financial 
operations for each fund of the mu- 
nicipality.’’ In view of the fact that 
this requirement apples with equal 
force to special assessment funds, 
the auditor should become informed 
of the statutory provisions as they 
apply to such funds. 

The question that frequently arises 
concerns the auditor’s responsibility 
in regard to the special assessment 
(local improvement) funds when he 
is engaged to make an audit of all 
funds of a municipality. In addition, 
the question usually further extends 
to the auditor’s responsibility when 
he is engaged to make an audit of all 
funds, exclusive of the special assess- 
ment funds. This latter type of en- 
gagement is quite common, usually 
because of the inactivity, condition, 
or general misunderstanding of the 
nature of special assessments, and in 
many cases, the deplorable condition 
of the special assessments going back 
to the pre-depression years. 


The question is avoided in a variety 
of ways. ‘‘These are dormant funds 
not connected with current opera- 
tions.’’? ‘‘The Treasurer is acting in 
a fiduciary capacity and these are 
not really municipal funds.’’ ‘‘These 
funds are specifically excluded under 
the terms of my engagement,’’ ete., 
etc. However, the municipal auditor 
should be particularly alert to see 
that special assessment funds are not 
used to cover a deficiency in other 
municipal funds. This would indi- 
cate that it will be necessary for the 
auditor at least to account for the 
special assessment receipts and dis- 
bursements for the period covered 
by his examination. 

In those circumstances where the 
special assessment funds are to be 
omitted from the scope of the audit, 
the auditor must make a_ specific 
statement in his report to the effect 
that such funds were excluded from 
his examination. The auditor, how- 
ever, must determine whether the 
exclusion of the special assessment 
funds affects the audit of other funds, 
primarily as to co-mingled monies, 
and the lke. 

In view of the foregoing comments 
it is considered preferable that the 
auditor make a limited examination 


DONALD S. SKINGER, a member of the Illinois Society’s Committee on 


Governmental Accounting 
Governmental Accounting aa? 
The Auditor of Public Accounts of the State of Illinois has 


(recently changed to the ‘“‘Committee on Local 
”) is a practitioner under his own name in Chi- 


Bulletin No. 8 
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of the special assessment funds, ex- 
cept in those eases where controls, 
records, ete. justify a regular general 
examination. 


To account properly for receipts, _ 


the basic sources of cash must be 
explored : 


(a) Current collections of principal and in- 
terest can be verified by reference to 
the assessments receivable records 
(original rolls) and samples (to be de- 
termined by the auditor) may be con- 
firmed by direet correspondence with 
the taxpayer. 


(b) Redemptions—These are of two kinds: 
(1) Payments of past due install- 
ments of principal, interest and 
penalties in full. These amounts 
can be verified by reference to 
the publications of the delinquent 
special assessments (if pub- 
lished) and to the original special 
assessments receivable records. 
These are, except for additional 
interest and penalties, identical 
to the current collections re- 
ferred to in (a) above. 


(2) Redemptions by couneil action. 
These are usually old items 
which the council is anxious to 
clear up and as an inducement 
to do so will offer to waive ac- 
cumulated penalties. These items 
can be verified by reference to 
the resolution authorizing the re- 
duetion in penalties. 


(ce) Foreclosures: 
These items may be verified by exam- 
ination of the court records or by ex- 
amination of the county treasurer’s 
records showing the proceeds of the 
foreclosure and the amounts remitted 
to the municipality. In many counties, 
confirmation of these amounts ean be 
received directly from the county treas- 
urer. While the allocation of foreclo- 
sure receipts as to principal, interest 
and penalties by warrants and install- 
ments is a subject within itself, the 
auditor again, as a minimum, should 
test the allocations to determine that 
they have or haye not been properly 
made. Incorrect allocations generally 
result in the misapplication of cash re- 
ceipts as between warrants and/or in- 
stallments, thus improperly — setting 


forth cash available for the redemptior 
of outstanding bonds and/or vouchers} 


To account for the fact that fund; 
have been disbursed, reference shoulc 
be made to the check stubs, cancelled 
checks, and bond principal and ini 
terest register. Any bonds or coupons 
paid in full should be examined. Fur} 
ther verification of these payments 
may be secured by direct confirma: 
tion with the bondholders. The pro 
priety of disbursements to bondhold. 
ers for principal and interest, eithe 
in whole or in part, again can be 
affected by improper allocations ox} 
distributions of foreclosure or regu, 
lar cash collections. Generally speak; 
ing, if the propriety of disbursements 
cannot be determined by the auditor 
due to the condition of the records 
errors made in foreclosure collectior} 
allocations, etc., disclosure should b 
made in the audit report. 

The auditor, in his report, shoul 
specifically except the special assess! 
ment funds from his opinion, unless 
he has made an actual audit of suet} 
funds. Where separate audit reports 
are issued for the corporate (all 
other) funds and special assessment 
funds no exception would be neces} 
sary in their report, assuming an 
opinion could be given in each report, 
However, where the special assess-+ 
ment funds are covered under a sep 
arate report, it is recommended tha 
a statement to that effect be made i 
the report of the corporate (al 
other) funds. 

In conclusion, it would be well for 
all municipal auditors to keep in 
mind that most municipalities, spe- 
cial assessment funds are generally. 
under the sole custody of the treas- 
urer and, coupled with the fact tha 
these funds are apt to be neglected 
from a viewpoint of accountability 
improper use of these funds to cover 
other speculations is more than a re 
mote possibility. 


§ the people and lessening the amounts 
‘that have to be borrowed in less de- 
\ sirable ways. 
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YOU-MANIZING 
THE PUBLIC DEBT 


By James F. Stinzs, Jr. 


Accountants are used to dealing 
with long rows of figures preceded by 
the $ sign. Last January, I joined an 
establishment—the U. 8S. Treasury— 
that deals with one of the longest 


rows of such figures in the world: 


$275 followed by nine digits. That 
was, in round numbers, the size of 
the federal debt at the beginning of 
1958: 275 billion dollars. 

That debt, my fellow accountants, 
takes a bit of management. The 
United States Savings Bonds _ pro- 


gram plays an essential and impor- 


tant part in this by distributing the 
ownership of the debt widely among 


It is surprising that so few of our 


* fellow Americans are aware of the 


effect of the debt management poli- 


} cies and actions of the Government 
#on their daily lives. 


Accountants, 
who live in the world of money, 
know the importance of the public 
debt in relation to the money market 


}and its interrelationship with cor- 


porate, state and municipal borrow- 


Jing. They know also about the im- 


portance of debt management as an 


}integral part of the sound financing 


of our national government. 
The Treasury’s debt management 
must dovetail and _ fit 


properly with the budget and tax 
policies of the Government and the 
monetary policies of an independent 
Federal Reserve System. We shall 
consider these only briefly; many 
books have been written about each 
of them. 


As to the budget, it is obvious that, 
if other conditions are favorable, it 
is easier to manage the debt properly 
when the Treasury is taking in more 
than it has to spend. Largely as the 
result of budget surpluses in the past 
two calendar years, the debt was cut 
from $281 billion at the beginning of 
1956 to $275 billion at the beginning 
of 1958. For reasons which I do not 
have to detail for you, there is the 
prospect not of a surplus income this 
year but a deficit. The only way the 
federal debt can be reduced is out 
of surplus income over expenditures. 
Even when the budget is balanced, the 
Treasury has substantial cash finane- 
ing to do in the latter half of the eal- 
endar year, when tax receipts are 
down—borrowing which can be paid 
off the following spring when tax re- 
ceipts are high. 

There have been only two sizable 
periods during the past decade in 
which the debt has been reduced, 
from the beginning of 1947 through 
early 1949, by $8 billion, and in 1956 
and 1957, by $6 billion. Meanwhile 


S| 


JAMES F. STILES, Jr., is National Director of the U. S. Savings Bond 
Division, U. 8. Treasury Department, Washington, D. O. This article is 
adapted from a speech delivered at the Annual Meeting of the Illinois 
Society of Certified Public Accountants in Peoria, Illinois, June 


5, 1958. 
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it had gone up and down and up 
again. 

During 1958, about $55 billion in 
marketable securities, certificates, 
notes and bonds will have come due. 
Around $3 billion in tax anticipation 
bills will have matured. And about 
$2214 billion in 90-day Treasury bills 
will have to be ‘‘rolled over’’ not 
onee but four times in the year. How 
would you like the job of refinancing 
all this when there will be no budget 
surplus but a deficit? You’d le 
awake nights hearing the thud, 
smack, thud of debt falling due. 
With 254 business days in the year, 
it averages over half a billion dollars 


a day. Yet debt management rarely 
makes headlines and Mr. and Mrs. 
John Q. Public are blissfully un- 


aware, for the most part, of what it 
means. When I think of that burden 
resting on Seeretary Anderson, Un- 
dersecretary Baird and their aides 
in the Treasury, I am thankful that 
my responsibility is only Savings 
Bond sales promotion. 


On the other hand, the eredit of 
the United States is AA-1, and it is 
the biggest single business in the 
world. The latest issue of its securi- 
ties was offered at a rate lower than 
the preceding one and was oversub- 
seribed. I simply want to impress on 
you who are influential in money mat- 
ters that the management of the debt 
is not just the responsibility of a few 
men in the Treasury, but everybody’s 
responsibility. And I ask you to im- 
press that on others in your business 
and private life. The Treasury needs 
all the help it can get, and more, 
from people who understand this. 


One place where even citizens with- 
out special financial experience can 
be very useful and valuable in debt 
management is in the ranks of the 
volunteers who operate the U. S. 
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Savings Bonds program to the tun} 
of $5 billion a year in sales, with thif 
assistance of a paid staff of only 55 
covering the whole country. I repeat} 
we need your help in this Savingy 
Bonds program that is one of thi 
foundation stones of a sound deb 
structure which, in turn, upholds ane 
braces the entire economy. 

Now how does the Savings Bond 
program fit into and dovetail wit} 
debt management ? 

Whenever conditions permit, 
Treasury must improve the structur} 
of the debt by minimizing the typel 
of borrowing that are most lkely tj] 
lead to excessive credit expansio} 
over the long run. Such credit e ‘f 
pansion may often lead to a furthed 
depreciation in the real value of oul 
dollar. And, whenever we ean, 
must lengthen the maturity 
of more of the debt. 

Let’s look at the makeup of 
debt. The latest breakdown availa 
is for the first of March, when t 
rounded total was still $275 billion. 

Of this, the banking system hel 
$8214 billion, or 30 per cent. 
Federal Rear Banks held $23 bil 
lion. The commercial banks held $5! 
billion, and their share was 21 pet 
cent of the total debt. 

U. S. Government investment ac! 
counts—social security and oth 
funds—held $5514 billion, or 20 pei 
cent. These holdings are slowly in] 
creasing through acerued interes 
and new purchases for these accounts! 

The rest of the debt, $137 Dbillios 
or 50 per cent of the whole, is heli} 
by private non-bank investors. Thes 
include mutual savings banks, $71} 
billion; insurance companies, almos} 
$12 billion; corporations other tha} 
banks and insurance companies, $1) 


: 


i 


} 
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billion; state and local governments} 
$17 billion, miscellaneous investors} 


not including individuals, $16 billion 


YOU-MANIZING THE PUBLIC DEBT 


Finally, we come to individual 
holdings, $6614 billion in all Treas- 
ury securities, or 24 per cent of the 
debt. Of this, $18 billion was in se- 
eurities other than Savines Bonds 
and $4814 billion was in Savings 
Bonds. This includes — residual 
amounts of the ‘‘baby bonds,’’ Series 
A through D, purchased prior to May 
1941; considerable amounts of Series 
F and G, not sold since May 1, 1952; 
and some of Series J and K, also with- 
drawn from sale. For these series of 
bonds it is a case of everything going 
out and nothing coming in, with 
only the sale of E and H Bonds to 
keep sales up to or exceeding redemp- 
tions of all ten series of Savings 
Bonds, A through K. If we fail to 
do that, we lose ground in the im- 
portant task of keeping the debt in 
the hands of individual citizens 
where it will do the least harm and 
the most good for the whole economy. 

In Series E and H, the only issues 
now sold, individual holdings are 
right at $42 billion m current cash 
value. That is just over 15 per cent 
of the total debt, and it is an all-time 
high in dollar holdings. That is good, 
but it ought to be better. With the 
total debt growing again we'll have 
to increase the holdings of Series E 
and H just to hold our own, percent- 
agewise. As one Treasury official put 
it, we are in the predicament of Alice 
in Wonderland, who had to run fast- 
er and faster just to stay in the same 


place. 
And here is where Savings Bonds 
again figure importantly. Selling 


these bonds is a sound way to manage 
part of the debt. For obviously the 
more Savings Bonds we sell, the less 
the Treasury must borrow from other 
sources. 

There is another problem: the 
length of maturities in the debt. 
Frankly, too much of it is in short- 


~] 


term obligations; and as time passes, 
the maturity dates of course moye 
nearer, unless you balance it up by 
selling intermediate and long-term 
bonds. In 1953, in 1954, and again in 
1955, the Treasury made a start by 
selling intermediate and long-term 
bonds to refinance part of the debt as 
it came due. Further progress has 
been made during the last six months. 
But the mere passage of time operates 
to shorten up the debt. 

With so much short-term debt con- 
stantly coming due (last year, April 
was the only month without a cash 
borrowing or refinancing operation) 
you can easily see that the Treasury is 
in the predicament of the legendary 
Greek king who offended the gods and 
was sentenced to roll a heavy stone 
up a steep hill only to see it roll back 
down, through eternity. 

Lengthening out the maturities. 
while leaving enough short-term to 
meet the needs of the banking system 
and other holders of short-term funds, 
gives the Treasury room for planning 
ahead, and allows the Federal Re- 
serve to conduct its monetary opera- 
tions more effectively. 

Savings Bonds come into this 
phase of debt management, too. For, 
although they are all redeemable, 
after two months for Series E bonds 
and six months for Series H, Savings 
Bonds are in actuality fairly long- 
term securities because most people 
hold onto them. It may surprise 
some of you to learn that the average 
life of Series E bonds (Series H has 
been sold for only six years) now out- 
standing is about seven years. I re- 
peat, seven years. E bonds began to 
mature in May 1951. Of those that 
have matured so far, nearly 60 per 
cent are still in the hands of the orig- 
inal owners and growing in cash 
value each six months for an extra 
ten years after maturity. 
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Still another reason for selling 
Savings Bonds to more Americans is 
that this is the most effective way to 
spread debt ownership and keep it 
widely spread among the consumers 
upon whom our mass production de- 
pends for its mass markets. There 
are something lke 40 million holders 
of EK and H bonds alone right now, 
and that is almost a quarter of the 
people of the United States. This is 
eood not only for the thrifty bond- 
holders, but for the whole economy 
and the whole country, everybody. 
Regular saving (and we have about 
8 million payroll savers alone who 
buy E bonds systematically and auto- 
matically) provides the substantial 
sums that are needed for down pay- 
ments or purchases of the really 
worth-while things that raise the 
standard of living and maintain em- 
ployment, sales and profits for busi- 
ness and industry and the whole in- 
ter-locked complex of production and 
distribution in our econmy of enter- 
prise. Bonds have already provided 
funds to finance millions of homes, to 
buy cars, equipment for better living, 
comfortable retirement—you ean fin- 
ish your own list. Individual Ameri- 
cans have already used more than 
$60 billion of Savings Bonds money, 
most of it on the big things for better 
living. 

Savines Bond holders are in a 
special sense owners of Shares in 
America, tangible evidence that we, 
the people, are the United States and 
the government, responsible for its 
management for our own benefit. 
That is the theme of our Share in 
America campaigns in 33 metropoli- 
tan centers and 200 other key cities 
this year, beginning May first. 
Strengthen your country’s power for 
peace, prosperity and the pursuit of 
happiness, for the country belongs to 
you. 


It is not contradictory to urges 
people to buy more Savings Bonds 
when others are urging them to spend 
more to check a recession. I assume 
that the United States will be in busi- 
ness for a long time and that we wanti 
to continue our capitalistic enter- 
prise system which has been good tc) 
us and for us. | 

A country of expanding population! 
constantly needs new capital to keep 
its productive plant and techniques 
abreast of the demand for more and 
better goods and services over the 
long haul. Real capital can only bet 
created from savings, individual or 
corporate, accumulated by producing 
more wealth than you use immed 
iately and putting it aside for the 
future. This depends upon enought 
people learning to save, acquirin 
habits of thrift and good moneys 
management. And these are long 
run habits, not to be turned on an 
off like a faucet. 

For seventeen years now, the 
Bond program has been a tremendous 
booster for thrift, with its powerful 
and persistent plugging of the bene 
fits of savings in Bonds or any other} 
form. Americans have today tremen4 
dous reserves of stored up buyin 
power in liquid savings—those that 
can be turned into cash readily with 
out loss. That is a financial and psy 
chological preventive of depressior 
—around $300 billion worth of eco 
nomie stabilizers, if you lke. It is no 
our only safeguard, by far, but it is 
potent one that needs to be 
encouraged. 

Our bond eampaigns, which im- 
portantly emphasize payroll savings 
promotions, are not aimed at making» 
anyone save more than he should. 
But, each year now, around a millions 
young Americans come to working 
age and are new and logical candi- 
dates for the payroll savings plan for 
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buying Savings Bonds. Many others 
who are regularly employed want to 
save and “‘just never get around to 
it.’” Furthermore, there are many 
others who see the value of a reserve 
in savings as a cushion during an 
economic downturn. The time for 
systematic saving is always NOW, 
not tomorrow. 

We have had about 8 million pay- 
roll savers buying Bonds for some 
years now. Labor turnover, retire- 
ment and death, of course, constantly 
remove payroll savers from the rolls. 
We have to get companies to promote 
| the plan periodically and also to sign 
| up new workers as they go on the 
) payroll, in order to keep the number 
} we have. 

' Now, of course, I realize that in a 
| period lke this employers are very 
} cost-conscious. We all are. You are 
| accountants, and I am asking you to 
} encourage your clients to install and 
promote the payroll savings plan. 
| The question that immediately comes 
to your minds, as it did to mine (be- 
jeause I’m an accountant, too) is— 
How much does it cost to operate? 

} The answer is—very little. One to 
) five cents per week per employee—or 
} less than one-third of 1% of the aver- 
tage total annual cost of fringe bene- 
} fits. Based on information compiled 
f}and published by the Chamber of 
Commerce of the United States, Table 
}7 of a 39-page brochure entitled 
“Fringe Benefits—1955,’’ the aver- 
tage cost of all fringe benefits was 39.2 
cents per man hour. Using the maxi- 
mum cost reported of 5 cents per 
week, per employee, the cost would 
jbe approximately 1@ of 1 cent per 


man hour to operate the Payroll Say- 
ings Plan. And for that tiny frac- 
tional expense, what is the employer 
giving his people? He’s giving them 
a chance to build personal security— 
to save the easy way for emergencies 
and long-range opportunities—to in- 
vest in their country and thus become 
partners in the tremendously impor- 
tant job of public debt management. 
And the employer will have a thrift- 
conscious employee—need I say more 
—except that the U. 8S. Savings Bond 
is one of the finest securities in all the 
world. It’s absolutely safe—it pays 
a good return—its tangible worth is 
always greater than the cost—it’s a 
dollar bill with earning power. 


The heavy demands of our times 
eall for more than ordinary efforts, 
for the best that is in us. One way 
any responsible citizen can do his 
part is to do volunteer service in the 
Savings Bond cause. 


For, as you well know, behind our 
military readiness to prevent aggres- 
sion and attack, behind our projects 
for scientific progress, behind our 
plans for the conquest of space, must 
solidly stand a sound and stable ex- 
panding economy. 

Peace in the world cannot be 
bought by dollars alone. But peace 
will cost money—the power to win it, 
the knowledge to keep it. 

The strength of character to with- 
stand the strains of the test we face 
is the indispensable ingredient. And 
that, to me, is the strongest reason of 
all for putting our hearts and minds 
and efforts into the long and arduous 
task of building our power for peace. 


How a State Society 
Approached the Practic 


Management Problem 


By Davip F. Lrinowks 


More and more frequently, it 
seems, the profession of accountancy 
is pausing to explore how a different 
field—that of management—can be 
related to its own affairs. Specifical- 
ly, the present paper indicates the 
state society’s role in developing a 
better understanding of some of the 
problems involved. 

To help put the subject in perspec- 
tive so it may be approached by a 
regional professional organization 
such as a state society, first I should 
hike to comment on the full meaning 
of the term ‘‘management.’’ Man- 
agement 1s more than just the act of 
controlling or directing. It ineludes 
responsibility for creative action. It 
goes way beyond passive reaction and 
adaptation, because it implies re- 
sponsibility for attempting to shape 
the economic environment, for plan- 
ning, initiating, and carrying through 
changes in the economic environment. 

What does this mean to the account- 
ing practitioner? It means that if 
the accountant manages his practice 
properly, he will not sit back and let 
the office run itself in the same old 
routine. It means he will assume the 
obligation of thinking about the plan- 
ning for his office affairs so as to im- 
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prove his level of earnings, his work 
ing conditions, and his general prop 
fessional stature and well-being. | 

Looking at management in thi 
light, it is clear that practice mar! 
agement is a subject of great concer} 


to large, highly suecessful  firn 
as well as to small, al 
practitioners. 

In a thumb-nail sketch sort 


way, I shall attempt to analyze t 
functions entering into the manag 
ment of a practice—indicate wher} 
a state society may act effectively 
and comment only on the unusual e¥ 
periences of the D. C. Institute c 
CPAs where appropriate. 

The management of a practic 
actually divides into three funetions 


| 
| 
| 
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Production; Administration; an! 
Professional Relations. 
The Production Function cover 


the assigning and scheduling of wo 

within an office, reviewing the wort 
upon completion, and setting ¢ 
standards of performance—in shor 
getting the work out. A state societ? 
cannot assist to any material exter 
in this phase of management, excep 
to serve as a forum to discuss the vat 
ious problems in this field. Each in 
dividual firm or practitioner fundé 
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paper presented at the annual meeting of the American Institute of Corti 
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attendance. 
jup of a panel of accountants, each of 
| whom has in his own office one of the 
/machines displayed. Hach panel mem- 
{ber commented on why he preferred 
j his machine over the others, and for 
| what type of work he used it. 


thelpful to practitioners 
ithem an objective basis for compar- 
}ing the highly competitive machines. 
1 But, even more, the discussions by the 
{panel members brought out many sug- 
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mentally must deal with its own pro- 
duction problems, relating the avail- 
able personnel to the specific assign- 
ments on hand. 


The Administration Function, 
however, is another matter. This 
covers relations among partners; 


employee relations, including eduecat- 
ing, hiring, and training; office pro- 
cedures; office equipment and sup- 
plies; and financing. 

State societies can be very useful 


in helping with employee relation- 


ships and training. Through the 


' local organized profession, coopera- 
) tion should be established with schools 
| of accounting to assist them in de- 
) veloping curricula of a type to be 


most beneficial to young people in- 


terested in the field of accounting, 


and incidentally, make better staff 


) men upon graduating. 


It also may be the medium through 


)which American Institute training 
| courses 
| training courses are brought home to 
| the local practitioners. 


or any other professional 


What kind of office equipment to 


|purchase to give the most efficiency 
/and economy in a pubhe accountant’s 
‘office is of concern to many practi- 


tioners. To help here, the D. C. In- 
stitute held a Photo-Copy Machine 


| Workshop. Six different photo-copy 


machines were displayed side by side, 
and company representatives were in 
The program was made 


The workshop proved extremely 
in giving 


ila 


gestions for other CPAs to adopt in 
their own practices to improve their 
internal operations. 

By way of side comment, we found 
in attendance at this workshop ses- 
sion a couple of members of our so- 
ciety who had not attended our regu- 
lar meetings for years. Apparently, 
this type of workshop hit home the 
bread-and-butter way, and brought 
them out. A number of our members 
made their decisions to purchase a 
particular make of photo-copy ma- 
chine as a direct result of this session. 
Also, some who had been planning to 
purchase a machine changed their 
minds after hearing the not too com- 
plimentary objective appraisals by 
other CPAs who already had the ma- 
chine in their offices. 

Salary scales, working hours and 
conditions, and on-the-job training 
programs are also administrative 
matters which may be treated effec- 
tively through workshops, sponsored 
by state societies. 

The greatest field for a state so- 
ciety’s assistance in practice manage- 
ment is through the Professional Re- 
lations Function. Professional Rela- 
tions includes dealing with the public 
on the one hand—that is, Public Re- 
lations; and with the clients on the 
other—that is, Client Relations. 

Public relations inelude participa- 
tion in community activities, speaking 
before civic groups, writing and dis- 
tributing articles which show how the 
CPA ean serve, and in general getting 
the profession of certified public ac- 
countaney across to the public. This 
activity creates interest in the pro- 
fession in general and in the partici- 
pating CPA in particular. It helps a 
practitioner establish and develop 
contacts for building and improving 
his clientele. 

Most state societies already take a 
leading role in public relations mat- 


12 THE ILLINOIS CERTIFIED PUBLIC ACCOUNTANT 


ters through their speakers bureaus 
and civie activities, in some cases with 
the aid of professional public rela- 
tions counsel. 

An interesting project undertaken 
by the D. C. Institute last year was 
the preparation and distribution of 
the pamphlet entitled ‘‘The CPA and 
His Government.’’ This was pre- 
pared by one of our committees under 
the chairmanship of Winston Jones. 
The purpose of the pamphlet was to 
highlight the service opportunities 
now present for the CPA practitioner 
in Federal Government assignments. 
Various government agencies con- 
tract out some of their audit service 
requirements, and have found the 
use of the CPA practitioner highly 
satisfactory as well as economical. In 
this pamphlet, we also urge that more 
agencies use the services of CPAs on 
a contract basis, and it points up sev- 
eral governmental departments in 
which savings might be effected by 
contracting out their audit require- 
ments rather than maintaining full 
time staffs of their own to do the work. 
Further, government agencies always 
seem to call for more capable account- 
ing personnel than they have been 
able to obtain. Through this pam- 
phlet, we urge the agencies to use the 
services of the many capable practi- 
tioners who do not care to become full 
time employees of the government, 
but would jump at the opportunity 
to take on an audit program on a 
contract basis. 

The publication of this pamphlet 
resulted in excellent press coverage, 
and had a thought-provoking effect 
on many members of our society. As 
a matter of fact, I understand there 
are several local firms which are now 
actively preparing themselves for 
taking on these types of audit assign- 
ments, and are letting it be known 


amongst the agencies that they a) 
available for this work. 

In this way, our society has a 
tempted to bring home to the loc: 
practitioners opportunities for pr 
fessional engagements which ¥ 
might say are indigenous to our are! 

The other phase of Profession} 
Relations deals with a firm’s ow 
clients—that is, Chent Relatior’ 
Client Relations include such activ 
ties as analyzing a new engagemer) 
setting fees, how to bill, and natu) 
and frequency of client conferene 
These are the basic elements whi« 
create the attitudes, atmosphere, ar} 
often affect the prestige of the p 
fessional accountant. 

In attempting to work in the ar¢ 
of relationships between a_ prof¢ 
sional accountant and his clen 
however, we find a_ barrier a | 
must be pierced. <A cold curta 
often hangs between an accountan 
fee-producing relations with his e 
ents and the outside world. Oft 
this curtain is drawn even tight} 
when strange, unfamiliar accounta 
attempt to look over the shoulder | 
the CPA and his client. Suspicid 
and unprofessional business compe 
tiveness and jealousies make it mo 
difficult to analyze effectively t 
weaknesses. 

To move towards lifting this cut 
tain, last year the D. C. Institute | 
CPAs first set about developing 
social program, in an attempt 
bring the professional practitione) 
closer together. 

All of the wives of members of ow 
society were invited to a hincheo: 
at which time the objectives of ow 
program were spelled out. It wi 
suggested that a Ladies’ Auxiliax 
be established for the purposes 
helping to get the CPAs to kn 
one another better—to help get t 
professional practitioners away fro 
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the business competition concept. 
The response was excellent; and, as 
a matter of fact, the Auxiliary start- 
ed with a charter membership of 
ninety-three. 

Immediately thereafter, a dinner 
dance was held—open only to mem- 
bers of our society. The tone set was 
one of informality and good fellow- 
ship, and it really broke down many 
of the stiff relationships among the 
local practitioners. Then, we knew 
we were ready to get to work. 

On the heels of this social function, 
a Fees Workshop was held. The ob- 
jective was for a frank, practical 
discussion of fees, how they are set, 
how billed, and related problems. 

The format of the program was six 
panel members, plus a chairman. The 
panel was made up of one representa- 
tive of a national firm; two repre- 
sentatives of substantial local firms; 
and three from smaller practitioners. 
Each panelist agreed to be completely 
frank and not evasive in discussing 
the fee policies of his own firm. 

Most of the program was question 
and answer with audience participa- 
tion. The subject matter covered bill- 
ing bases, content of invoices, taking 
over a new account, adjustment of 
fixed fee job, and the varying levels 
of work performed by _ smaller 
practitioners. 

There were three basic methods of 
billings in use by the practitioners ; 
one, based on hourly or daily rate, 
that is, straight time; another method 
established a flat fee for the specific 
job; and a third method was a com- 
bination of factors based on time, 
complexity of work, and level of re- 
sponsibility assumed. Although it 
was agreed that this latter method 
was the most desirable for determin- 
ing fees on a realistic professional 
basis, it turned out to be the least 
used. 


During the program, it was inter- 
esting (and somewhat surprising to 
me) to observe the widespread in- 
terest in what to put on the invoice 
sent to a chent. Apparently, amongst 
the smaller practitioners, it is felt 
that the wording of an invoice is a 
very important phase of developing 
and maintaining proper professional 
relations with clients. 

Four methods of invoice presenta- 
tion were indicated to be in common 
usage: detail listing of hours spent 
and the rates; listing of work accom- 
plished and fee for each phase; the 
word ‘‘for Services Rendered’’ and 
one amount; and finally a listing of 
the work accomplished and fee in 
one amount. It was generally agreed 
that this latter method is the most 
desirable, but here again it was not 
the most commonly used method. 

Apparently, the approach in dis- 
cussing fees with a chent when taking 
over a new account is another area 
of concern to broad groups of practi- 
tioners. Some accountants seem to 
like setting as their fee for a new en- 
geagement during the first year the 
same fee charged by the previous 
CPA; others feel that on a fixed fee 
new engagement, a fee arbitrarily 
higher than the previous account- 
ant’s should be set, on the assump- 
tion that a change is being made be- 
cause the client wants more and better 
service than he previously received. 
A large proportion of CPAs prefer 
to review the records of the client and 
establish either a minimum and maxi- 
mum range, a minimum only, or a 
maximum only. It was generally 
agreed, however, that the best method 
of handling a new’ engagement, 
wherever practical, is on a time basis, 
weighted by the complexity and level 
of responsibility, without any com- 
mitment as to the fee until the en- 
gagement is completed. Nevertheless, 
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very few practitioners actually used 
this method. 

At the conclusion of this workshop, 
it was evident that it was one of the 
most effective devices for helping 
CPAs clarify their own thinking and 
stimulate a re-examination of their 
own fee scales. It generated intimate 
fees discussions privately among ac- 
countants for many months; and it 
helped give the young CPA  practi- 
tioner the kind of self-assurance a 
professional man needs, by the reali- 
zation that all CPAs have the same 
basic day-to-day problems. 

The aftermath of this one session 
was surprising. It triggered or 
planted the seeds for several develop- 
ments worthy of mention of which I 
have personal knowledge. 

One CPA rose to discuss his client- 
fee problems and the low level of 
accounting service required by them. 
He felt his qualifications and training 
were being wasted, yet, he did not 
know what to do about it. 

In the same audience another CPA 
listened, but said nothing at the time. 
He realized that one of his own major 
practice problems could be solved if 
he would make use of the other ac- 
countants’ services in connection with 
some of his more complicated assign- 


ments, thereby freeing himself for 
further development of his rather 


good practice. 
months after 
CPAs had 
partners. 

In another situation, two partners 
who had been in practice together for 
almost ten years were impressed with 
the comments of a smaller practi- 
tioner who had been in practice for 
over twenty years and was still un- 
able to upgrade his practice sufficient- 
ly to get away from the low income 
producing write-up jobs. These part- 
ners realized that they were being 


Within seven or eight 
this session, the two 
become associated as 


caught in the same unfortunate cir 
cumstances. They felt they could not 
afford to drop any of the low leve 
work because of the financial require: 
ments of their growing families. Af} 
ter considerable self-analysis dura 
the sueceeding months, the partners 
agreed that one of them would leave 
the practice, and he obtained a rathey 
important position with the Federa} 
Government. The remaining partne 
then had the freedom to screen thef 
clients, dropping those which he cony 
sidered inadequate. 
Because so many of the members 
of the audience spoke at this meeting 
and the attitude was one of sincerity 
and frankness, for the first time man; 
of us got a better understanding o} 
the problems and capabilities and 
wants of our colleagues. This ey 
duced an unexpected trickle of clien| 
referrals among some of the practi 
tioners. In one instance, a youn 
man who was getting started state 
that he was glad to take anythin 
and did not care if he had to work o 
a reduced-fee basis. Subsequently, 
he found that one well-established 
practitioner was delighted to refer 4 
couple of clients whose service re 
quirements were unprofitable to hin 
in view of their fee capacity. | 
Another step taken by the D. 
Institute of CPAs is of significane 
in terms of establishing a state s 
ciety’s interest in the personal we 
fare of the individual CPA. 
recognized that many practitioner 
are young men who have had a mini 
mum of experience with CPA firme 
and then set up their own offices 
Generally, the CPA experience o 
these young practitioners neve 
touched on the many admuinistrativ? 
problems confronting an accountin| 
office. Yet these young men by thy 
dozens set up their own offices, prop 
erly hold themselves out as OP As, ani 
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THE PRACTICE 


to a large extent because of their 
numbers, become recognized as the 
profession of public accounting in 
the eyes of the public. 

These men undoubtedly are excel- 
lent accountants and know the techni- 
eal aspects of our profession well, but 
know amazingly little about how to 
manage a practice. They do not know 
how to present themselves to the lay 
public as a professional man; they 
don’t know how to negotiate with a 
client concerning work to be per- 
formed and fees to be charged. They 
do not know how to conduet relation- 
ships with members of other profes- 
sions, or even with other members of 
their own profession. These are the 
day-to-day problems of individual 
practitioners in every community. 
Yet, when these problems occur, the 
CPAs concerned cannot wait for a 
workshop to be held so they ean ob- 
tain some guidance there. These men 
may need help any day—and the 
kind of help they seek is important 
not only to the individual, but to the 
entire local profession. 

To help in this area, the District of 
Columbia, as no doubt other state so- 
cieties have done, set up a regular 
committee called the Practitioners’ 
Advisory Committee. With substan- 
tial promotion amongst our members, 
we hope to make this committee a 
permanent committee of experienced 
and qualified practitioners, so it may 
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serve as the arena for individual prac- 
tice management problems of the local 
practitioners on a continuing basis. 


In general, the state society is es- 
pecially well suited to assist in areas 
dealing with publie relations, intra- 
professional relations, pointing up 
local opportunities for CPAs, spon- 
soring training programs, and estab- 
lishing workshops for fees, equipment 
and personnel. State societies and 
chapters, however, may do another 
thing. They may assist practition- 
ers in learning good management 
techniques. 

Recognized authorities stress that 
management skill involves five basic 
steps: (1) Planning (2) Organizing 
(3) Assembling resourees (4) Di- 
recting (5) Controlling. Constant 
repetition of basic points such as 
these through the publications and 
platforms of local organizations can 
do much to ineuleate practitioners 
with sound management techniques. 


You know the study of practice 
management is really the study of 
how to conduct a practice more effi- 
ciently. This, in turn, makes it pos- 
sible for us as professional account- 
ants to have the time and means to 
live broader, fuller professional and 
personal lives. It enables us to see 
beyond the edge of the fourteen- 
column worksheet into our own social 
and economic communities. 


Conducted by the Committee on Taxation of the 
Illinois Society of Certified Public Accountants 


STOCK OPTIONS REVISITED 


The idea of giving an employee an 
option to buy stock in his employer 
corporation is not a new one, al- 
though it was not until 1950 when 
the ‘‘restricted stock option’’ device 
was added to the Internal Revenue 
Code, that the tax consequences of 
such an option could be predicted 
with any certainty. 

Briefly, a ‘‘restricted stock op- 
tion’’ is an option granted to an em- 
ployee to purchase stock in his 
employer corporation at a price not 
less than 85 percent of the fair mar- 
ket value.of the stock when the option 
is granted. Section 421 of the Code 
lays down various rules governing 
such options and provides that, if the 
rules are followed, no taxable income 
results to the employee when the 
option is granted or when it is 
exercised. 

The restricted stock option device 
quickly became an extremely popular 
component in executive compensa- 
tion plans, and the prolonged rise in 
security values up to July, 1957 
created substantial paper profits for 
employees who were holding or who 
had exercised options. 

At that point the option plans had 
performed very well the function of 
providing a long-range incentive to 
key employees to share in the future 
prosperity of their companies through 
appreciation in stock values. Few 
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people visualized even the possibility 
of the drastic decline in security 
prices which has taken place since} 
then—in many companies a decline j 
of 50 percent or even more. In less, 
than a year, key employees have seen | 
options become worthless. Employees} 
who exercised their options in whole} 
or in part are in an even worse posi-| | 
tion. In some eases they are obligated 
to make payments for stock at prices 
substantially above market. 

Two questions are presented by| 
this development : 


(1) Should something be done about it? 
(2) Can something be done about it? 


There can be no blanket answer to 
the first question. Whether something 
should be done or not depends on the} 
purpose for which the particular | 
option plan was adopted. No one} 
would suggest that the proper pur-| 
pose of an option plan should be to) 
permit the employee to make a quick | 


profit, or that an employee-stock- 
holder should be protected against 


the vagaries of the stock market any 
more than the investor-stockholder 
who has suffered the same losses. 
Nevertheless, if the purpose of the 
original option was to provide a long- 
range incentive to key employees to 
insure the retention of their services, 
or to persuade a particular employee 
to accept employment by the com-. 
pany, and that incentive no longer. 


JOSEPH HB. TANSILUL, a member of the Society’ 
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s Committee on Taxation, | 
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| exists because a drop in stock values 
has occurred through no fault of the 


employee or employees, then the an- 
swer may well be that something 
should be done about it. 


What can be done? Two possibil- 
ities appear to exist: the company 
may grant new options or the exist- 
ing options may be modified to relate 


the option price to current stock 
values. 


To grant a new option, the com- 


|} pany must go through the same pro- 
' cedures which 


it followed in the 


riginal granting. If a modification 


0 
'of an existing option seems more de- 
/ sirable than a grant of a new option, 
} we are faced with the restrictions of 


/existing option shall be considered as 


the granting of a new option and that 


‘generally the fair market value of 


the stock at the time of granting of 


the option (1.e., time of modification) 
shall be the highest of— 
'(1) The fair market value of the stock 


when the option was originally granted; 


(2) The fair market value of the stock on 
the date of the modification; or 


(83) The fair market value of the stock on 
the date of any intervening modifica- 
tion. 

_ Since the option price may not be 

less than 85 percent of fair market 

value, the requirement that the high- 


‘est of these three values be used 


would bar any relief—except that 


‘Section 421 (e) goes on to say that 
|this requirement shall not apply— 


‘Gf the aggregate of the monthly aver- 
age fair market values of the stock sub- 
ject to the option for the 12 consecutive 
calendar months before the date of the 
modification, extension or renewal, diyid- 
ed by 12, is an amount less than 80 per- 
cent of the fair market value of such 
stock on the date of the original granting 
of the option or the date of the making 
of any intervening modification, extension 
or renewal, whichever is the highest.’’ 
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If this test can be met, the original 
fair market value may be disregarded 
in determining whether the option, 
as modified, qualifies as a restricted 
stock option. The Regulations [Reg. 
See. 1,421-4 (b) (3)] provide that in 
the case of stocks listed on a stock 
exchange, the average fair market 
value of the stock for any month may 
be determined by adding the highest 
and lowest quoted selling prices 
during that month and dividing the 
sum by 2. Although the Regulations 
do not deseribe any other method, it 
seems clear that other methods may 
be used. Whichever method is used 
must be used for all 12 months unless 
it can be shown that the method can- 
not be used for any month (e.g., an 
absence of transactions) or that the 
method does not clearly reflect the 
average fair market value of the stock 
for any month. 

The following example may illus- 
trate more clearly the application of 
this exception : 

On February 1, 1956 a restricted 
stock option was granted to purchase 
100 shares of stock of the XYZ Com- 
pany at $85, and on that date the fair 
market value of the stock was $100 
per share. The option has not yet 
been exercised. The option was 
modified on May 15, 1958, on which 
date the fair market value of the 
stock was $60 per share. The average 
fair market value of the stock for 
each of the 12 calendar months pre- 
ceeding May 15, 1958 was as follows: 


May, 1957 $110 
June, 1957 105 
July, 1957 95 
August, 1957 90 
September, 1957 85 
Oetober, 1957 80 
November, 1957 75 
December, 1957 70 
January, 1958 75 
February, 1958 60 
March, 1958 55 
April, 1958 55 
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The aggregate of the 12 monthly 
average values is $955, and that 
amount divided by 12 equals $79.58, 
or less than 80 percent of the fair 
market value of $100 when the option 
was originally granted. Therefore, 
the option as modified on May 15, 
1958 will qualify as a restricted stock 
option even though the new option 
price is as low as $51 per share—that 
is, 85 percent of the fair market value 
of $60 per share on May 15, 1958. 

In the case of an option which has 
been more recently granted, it is 
noteworthy that there is nothing in 
Section 421 or the Regulations which 
requires the 12 month test period to 
follow the option granting date— 
for example, if the option in the ex- 
ample above had been granted on 
July 15, 1957, when the fair market 
value of the stock was $100 per share, 
it could on the same facts be modified 
in May, 1958, using the test period 
from May, 1957 to April, 1958. 

Section 421 (a) requires that stock 
acquired pursuant to a_ restricted 
stock option not be disposed within 
2 years of the date of granting of the 


| 
| 
option or 6 months after the acquis\ 
tion of the stock. In the event of | 
modification, does this holding perio} 
begin again on the date of the modi 
cation? Section 421 (e) provides the 
for purposes of Subsection (d) 
modification shall be considered a 
the granting of a new option. Sine 
the holding period requirement is il 
subsection (a), it is arguable that | 
does not begin again. Nevertheless 
the Treasury has indicated informa 
ly that its interpretation is that thi 
2 year period does begin anew on thi 
modification date. The rationale ma} 
be that the term ‘‘restricted stoe! 
option’’ is defined in subsection (di! 
and that therefore that term, whereve 
used throughout section 421, carrie 
with it the implications of subsectio 
(e). It would seem that this kind c 
logic would render meaningless t 

phrase ‘‘for purposes of subsectio! 
(d).’’ In a ease where the point 
significant, consideration should 

given to obtaining (if possible) 
Treasury Ruling, before making 
disposition which might disqualif! 
the option. 


SOME WAYS TO IMPROVE 
YOUR AUDIT REPORTS 


By Rosecrans BAaLpwin 


Perhaps the best way to approach 
the subject of improving audit re- 
ports is to deal first with what I con- 
sider to be a bit of confused thinking 
that always seems to obscure the is- 
sues whenever the subject is dis- 
eussed. Whenever these discussions 
are held, someone inevitably remarks 
that one way to improve a long-form 
audit report is to rewrite it from 
scratch every year so that each year’s 
version will not be a_ stereotyped 
copy of the previous year’s report. 
In other words, the report should 
look different every year, even though 
| as a matter of actual fact the content 
/ is about the same. 
| I am not sure I agree with that 
premise at all. After all, a long-form 
audit report is a sort of historical 
reference work, and there is a great 
deal of virtue in using the same lan- 
guage to state the same facts in the 
same format in the report year after 
year. Otherwise the reader may sus- 
pect that important changes have oec- 
eurred when in fact nothing signifi- 
eant has happened. Putting things 
in the same place each year also 
makes it easier to use the reports as 
a source of data. Many of our chents 
use our reports in this manner, and 
strenuously resist haphazard changes 
made more in the interests of adorn- 
ment than enlightenment. So, at 


the outset I would like to express my 
disagreement with the idea of re- 
writing a report each year just so it 
will look different. 

The above statement does not mean 
that the average audit report cannot 
be improved and should not be im- 
proved from the standpoint of con- 
tent. The improvements which I 
think should be achieved, if our pro- 
fession is to prosper, can be broken 
down roughly into three areas. I 
will take these up in turn. 


The first area has to do with the 
general information about a company 
contained in an audit report, and the 
extent to which the report answers 
the reader’s questions. I saw a re- 
port the other day on a building con- 
tractor in which was contained a con- 
ventional statement of cost of sales, 
showing opening and closing inven- 
tories, purchases, direct labor, indi- 
rect expenses, ete. It so happened 
that this company had had a fair 
year in 1956 and a catastrophic year 
in 1957. The operating statements in 
the audit report were rather detailed, 
certainly as detailed as one usually 
finds. For a certain type of organiza- 
tion they might have fitted the bill 
admirably, but in this case they com- 
pletely failed to answer the question 
which any reader of that report was 
entitled to have, namely, how did the 
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company happen to lose so much 
money in 1957? Actually, the loss 
was due partly to reduced sales vol- 
ume, but for the most part resulted 
from a single fixed-price contract on 
which the costs got completely out 
of hand. Did the conventional cost 
of sales statement with which we are 
all familiar show this up? The an- 
swer was that it did not, and some 
other form of presentation should 
have been resorted to. 

From the above illustration we can 
draw one moral on this whole general 
subject of how to improve our re- 
ports. It is simply this. When the 
financial statements indicate that 
there has been a tremendous drop in 
profit or a tremendous increase in 
receivables or some such unusual 
happening, think twice before pro- 
ducing a carbon copy of last year’s 
report. Before releasing a report for 
perusal by bankers and other hard- 
eyed characters, make sure that it 
answers all the questions that need to 
be answered. Otherwise you will in- 
evitably engender ill will in places 
where you can least afford to have it 
exist. 

Along the same lines may I also 
touch briefly on what may be called 
superfluous and meaningless material 
in reports. An example of this is the 
report in which is ineluded a schedule 
of, let’s say, expenses for two years 
showing lots of details and lots of in- 
ereases and decreases. Then in the 
text of the report, either adjacent to 
the schedule or elsewhere, the same 
increases and decreases are recited in 
flawless prose, in complete duplica- 
tion of the information in the sched- 
ule. I have seen lots of this in audit 
reports and it represents the type of 
comment for the sake of comment 
which some auditors turn out by the 
ream. Therefore let our second com- 
mandment be always to review our 


| 
i 
i 
1 


reports to make sure that we are not 
saying in prose what can be stated 
far more clearly, concisely and com| 
pletely in tabular form. Reserve youn 
literary flights for explanations—noti 
statistics. And never write comments 
just to fill space. 

We now come to the second gener 
area where a great deal ought to be 
done by the CPA, but which I suspect 
is often hardly touched. This is ir 
the whole area of creative suggestion 
We are always announcing in our Inj 
stitute and State Society literature 
that we are capable of doing more for! 
our clients than just audit thei 
books. We act as their advisors. W 
are as good general business men as 
anyone else and are prepared to give 
our clients the benefit of our advice 
on all sort of matters, excluding, o 
course, specialties which are outsidé 
the field of our competence. I ha 
seen a lot of these claims, and ther 
time and again, when one of ou 
staff men returns off a job, I ask hi 
‘Well what have we got to sugges 
to the client which will be of help ‘d 
him?’’ The answer usually is a loo 
of complete blankness, as_ if thd 
thought had never occurred to hin] 
that during the course of his | 
he was supposed to keep his eyes ope 
for useful suggestions and tips o 
one sort or another which would help 
that client to do better. To be sure} 
the average young senior will some 
times come in with some comments 0 
loopholes in internal control, bu 
these I regard as more or less a neces- 
sary evil from the standpoint of 
client relationships. Recommenda- 
tions regarding the plugging of in- 
ternal control loopholes are often un- 
popular with clients and at best may 
be accepted only passively by them. 
They are centainly not the type of 
things which make the clients get up 
on the housetops and cheer about th 


) constructive service they are receiving 
}from their auditors. For example, if 
“you were a client, would you be over- 
)whelmed with enthusiasm for your 
CPA if all he could suggest to you 
was that your petty cash vouchers 
should be written in ink instead of 
pencil? It’s hard to get fee increases 
with that sort of thing. 

No, the type of recommendation I 
refer to is one which saves the client 
money directly or indirectly. For ex- 
ample, a report was recently issued to 
a client of ours that happens to have 
laccumulated over the years a con- 
isiderable amount of extra cash which 
iit has invested in securities pending 
ja decision as to what expansion pro- 
lgram it should follow. During the 
time they have had them the securi- 
ities have almost doubled in value, and 
‘so in this report it was suggested to 
the client that instead of paying cash 
dividends to the stockholders these se- 
feurities could be used to pay divi- 
dends in kind thereby saving the 
apital gains tax payable on the ap- 
preciation. The client has received 
this suggestion and frankly is jubi- 
Jant about the brilliance of our firm. 
He is equally happy about another 
suggestion that was made in the same 
eport to the effect that he might 
wish to start a charitable trust fund 
for the purpose of handling the cor- 
poration’s rather sizable donations 
to charity. This suggestion was par- 
ficularly attractive when it was point- 
bd out that some of the company’s 
hareholders might also contribute to 
che same trust and derive some tax 
benefit from it. These two sugges- 
fions were submitted along with a 
umber of others regarding internal 
Pontrol, including the  time-worn 
shestnuts on voiding vouchers, taping 
kash receipts and the like, all of 
which fell on deaf ears by comparison 
vith the two nuggets which were de- 
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signed to benefit his pocketbook. 

Please do not expect me to give you 
a list of one hundred profit making 
suggestions which you can pass on 
to your clients. If I had such a list 
I certainly would not let it out of 
my pocket, but as a matter of actual 
fact the key to the problem lies in 
that very indefinite realm which we 
call imagination. If you assign a 
man to an audit who has a lot of 
imagination or if you happen to be 
gifted with the same quality yourself, 
ideas percolate out of every engage- 
ment which either you or the man 
handles. Conversely, if you send 
out a man who is a technician and 
nothing else, the chances of his com- 
ing up with anything but the fact 
that the cashier handles the accounts 
receivable is virtually negligible. 
Unimaginative people simply don’t 
imagine, and it is futile to talk about 
giving your chent extra services un- 
less you ean first think them up. 
There are ways of stimulating this 
activity and we are trying some of 
them in our firm. Others can prob- 
ably think of better ones. I merely 
state what I think are the facts of the 
situation. Solve the problem if you 
ean. 

On this same subject it is also my 
belief that constructive or critical 
recommendations and suggestions to 
clients ought preferably to be the 
subject of a separate report in every 
case instead of being incorporated in 
the regular annual audit. The situa- 
tions that are being discussed are 
transitory in the sense that, if the 
client follows the recommendation, 
the condition ceases to exist. By con- 
trast, the regular audit report is a 
historical document which sits for 
years in the files of the bank, for ex- 
ample. It should not be cluttered up 
with topical material that is usually 
of a procedural nature, and which 


also might be embarrassing to the 
client. For this reason criticisms and 
suggestions should be submitted un- 
der separate cover. 

By the same token, we usually favor 
putting our recommendations in 
writing instead of transmitting them 
orally. Suggestions made by word 
of mouth are often forgotten, or it 
sometimes happens that oral sugges- 
tions are pirated by the underling 
who receives them and who then per- 
haps presents them to the president 
of the company as his own ideas. 
Lastly, of course, there is the time- 
honored and completely valid reason 
for submitting recommendations on 
internal control in writing, so that the 
accountant will be ‘‘on record’’ in 
the event that a fraud develops later 
on. If the accountant can show that 
he had previously warned the client 
that the fraud was possible, his posi- 
tion is immeasurably strengthened. 


We now come to the third general 
area to be discussed and this seems to 
be uncharted ground so far as most 
CPAs are concerned. I refer to the 
whole question of including graphic 
material in the standard long-form 
audit report. 


For my own part, I have included 
such material in reports only on rare 
occasions, although we plan next year 
to start including charts in one audit 
report as a regular routine matter. I 
suspect that the reasons so few audi- 
tors have included graphic material 
in their output are partly inertia and 
partly the mechanical difficulties in- 
volved. In my ease inertia is so defi- 
nitely the answer, because our office 
has multilith equipment which can 
duplicate graphs just as well as it 
ean duplicate typed pages. If we 
have not done more along this line 
it certainly is not because we do 
not have the facilities. As a matter 
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of fact, the same applies to thol 
who do not have equipment in thei 
own offices, because at relatively 
modest cost one can have duplicating 
work done on the outside. To be su 
the multilith mats must be purchas 
(you can get them with graph lin) 
already drawn on them) and drawn} 
with special pens is necessary, bj) 
this is not a particularly insuperabi 
problem. The main thing is to get 1 
out of one’s chair and get goin) 
Once you start I think that you w) 
find that the mechanical probler) 
can be easily and cheaply handled. | 
Supposing we do put charts al! 
graphs in our reports, what forry 
should they take? It seems to ¥ 
that outside of the conventional pi 
chart in which the profit and lq 
statement for the year is present 
diagrammatically, graphic present) 
tions can best be used when one | 
presenting trend information for } 
period of years. And here the o 
portunities for producing interesti 
charts are almost unlimited. For 
ample, trends of sales, costs, inve 
tories, receivables, ete. can be show} 
remarkably clearly by graphic mear} 
my own preference generally bei 
to use bar charts as opposed to li 
graphs. It is possible to obtain ind 
try and other averages from the 
partment of Commerce and show th 
information graphically along si 
of the comparable figures for the ¢ 
ents. Statistics can be developed 
such matters as numbers of person 
in various classifications, compar+ 
with compensation. Every client 
its own peculiarities and the possib: 
ities for utilization of graphs a 
charts must be considered for eas 
engagement in the light of the p 
ticular situation. However, when ¢ 
is said and done imagination is t] 
key to it. The first step, however, | 
to brush away the cobwebs of t 
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/ past and actually do something in- 
stead of just thinking about it. 
Before closing, let me quickly sum- 
marize once again my three areas and 
my thoughts regarding them. First, 
| I do not believe in rewriting an audit 
‘report each year purely for the sake 
| of saying the same thing in a differ- 
} ent language, but by the same token 
I do feel that before signing off each 
| year on a report you should make 
/ sure that the unusual situations that 
have occurred during that year and 
the questions which the figures them- 
| selves ask are clearly answered. Fail- 
/ ure to provide these answers is one 
| of the chief grounds on which ac- 
countants’ reports are often criticized 
i by outsiders. The second general 
'area covers the submission of reports, 
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usually under separate cover, in 
which we give the client that extra 
bit of advice and comfort which 
makes him look upon us as_ being 
more than mere nuisances who come 
in once a year to check his figures. 
Here the key is creative imagination. 
Without it there will be no results; 
with it you can make the client yours 
for life, not to mention the enthu- 
siasm with which he will pay your 
bills. Finally, my third area has to 
do with departure from time-honored 
methods and the substitution of 
graphic presentations for tabulations. 
Here is virgin territory everyone of 
use can explore to his heart’s content, 
but only if he is willing to overcome 
his own natural inertia and do some 
pathfinding. 


Bankers and Accountants 
Relations — The Challeng 
of Substandard Reports 


By Trep W. JOHNSON 


It affords me an especial pleasure 
to be invited, once again, to talk be- 
fore your fine group. I always wel- 
come a chance to meet with my many 
friends in the accounting profession 
and the opportunity to discuss our 
problems and further avenues of 
banker-accountant cooperation. The 
last occasion was in Los Angeles in 
October of 1949. It was at that signifi- 
cant meeting, you will recall, that 
the doctrine of disclosure was 
adopted, requiring the accountant to 
express an opinion, qualify, or dis- 
claim an opinion, which became the 
well-known Statement or Bulletin 23. 
This action was indeed a milestone in 
the history of the accounting profes- 
sion and the Institute. 

I should lke to take these few min- 
utes to review with you some ideas 
which have occurred to me on this 
subject of banker-accountant  rela- 
tions and CPA reports, and to con- 
clude with a few comments bearing 
on the general subject of substandard 
audits. 

Much fine work has been done be- 
tween the National Committees of 
the AICPA and the RMA for many 
years. It is evident, also, that much 
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work remains to be done throughow 
the country for a better understand 
ing of our mutual problems and cox 
structive activity in striving for eve 
higher standards in both profession) 
The potentialities in these areas, i 
further support of our private ente} 
prise system, are unlimited, and cor 
paring our activities to date, with wit 
we could do is like comparing tl 
waves of the surface of the sea wit! 
the ocean’s great depths. Marquis ( 
Eaton, former National President : 
the Institute, in his splendid artiel 
“Financial Reporting in a Changin 
Society,’? which appeared in th 
Journal of Accountancy for Augui 
1957, also set forth some very cha) 
lenging objectives to all in the ae 
counting profession. 


| 

In my report as retiring Presider] 
of the Robert Morris Associates 
few years ago, I made this commer) 
—and I believe it is as pertinent ti 
both groups now as it was then: ‘‘ Tht 
broad and active work of the Asso 
ciates is and must be performed a 
the local level. Whatever may be the 
practice of respective Chapters wit 
regard to their excellent periodice 
meetings and regional conferences, i 


oan Administrator 6 
He is a past nations 
This article is adapted from a pape 


presented at the annual meeting of the American Institute of Certifie 


Public Accountants which was held in New Orleans in October, 1957. 
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seems to me that, in addition, more 
emphasis should be placed on a con- 
tinual, active program at the city or 
community level. Discussions and 
programs should be arranged so that 
there is constant thought, planning, 
and meetings at which opportunities 
are given for mutual exchange of 
ideas in each city where we have 
representation. ’’ 

In outlining such a program, I 
especially emphasized meetings with 
accountants in the interest of mutual 
improvement of relations, better au- 
dit reports, and sounder credits. The 
report stated ‘‘Accountants and 
bankers are two very important 
members of the team of management. 
Tremendous good can be accomplish- 
ed by close cooperation for the bene- 
fit of all, and especially the mutual 
chent who, after all, is the one we are 
both working for and whose interests 
must be served at all times. Such 
meetings will result in both doing a 
better job. We, as bankers, will have 
less losses; we will do a more ¢con- 
structive credit job, because we will 
know the facts. The accountant will 
get more good audit business, with 
fewer problems and worries so far as 
the banker is concerned. And last, 
but not least, our economy will 
benefit. ’’ 

In these intervening four years, 
great strides have been made around 
the nation in the number of such 
meetings with the fine benefits which 
flow therefrom. In California this 
past year I have participated as a 
speaker in at least six different joint 
meetings (usually dinner meetings) 
of accountants and bankers in as 
many cities up and down the state, 
and much mutual good is continuing 
to emanate from these meetings, some 
of which represented the first time 
the two groups had ever met together. 
On several occasions I was accom- 


t 
Or 


panied by the President of the State 
Society, and each of us presented ap- 
propriate comments, prior to an ae- 
tive question period. I cannot stress 
too strongly the value of such meet- 
ings in your own areas. 

Hear what one prominent Asso- 
ciate in an Eastern city wrote to me 
in this regard: ‘‘Three years ago one 
of the active CPAs in our city and 
myself originated a local group, and 
gave it the name of ‘The Banker- 
CPA Group.’ We have held four 
meetings a year, and have limited at- 
tendance to ten bankers and ten 
CPAs. We do not have a Secretary 
nor do we take any minutes. Our 
meetings start at 6:00 p.m. with re- 
freshments, followed by a dinner; 
then, from 7:30 p.m. to 9:30 p.m., 
we really take down our hair with 
each other and discuss our problems, 
an agenda of which is prepared be- 
forehand. Our time is allotted on each 
subject, and we conclude promptly at 
9:30 p.m. Subsequently, at the con- 
clusion of the meetings, one or more 
small groups sit around for awhile 
and have what might be called a ‘bull 
session’ amongst themselves. We 
started these group meetings with 
various discussions on items on the 
balance sheet. It took three or four 
meetings before we completed the en- 
tire balance sheet and profit and loss 
statement. Another most important 
subject, which was very time-taking, 
constructive and informative, was the 
Accountant’s Certificate. It was very 
enlightening to the bankers” group to 
learn of the many things the CPA 
Code of Ethics covered before they 
could use such phrases as ‘generally 
accepted accounting practices,’ and 
‘in accordance with procedures of the 
preceding year,’ could be put into the 
Certificate.’’ 

This banker-friend’s letter goes on 
with many other interesting observa- 
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tions in connection with these meet- 
ings, but this will suffice to show the 
constructive character. My survey 
undertaken as a basis for this talk is 
very heartening, and reveals similar 
meetings on a wide scale all over the 
country ; some more formal and some 
on a larger seale, but all with a com- 
mon purpose. In a recent communi- 
eation from Philip G. Moon of the 
National Bank of Detroit, and Chair- 
man of the RMA Committee on Co- 
operation with Public Accountants, 
he states that joint activities of our 
two groups around the country are 
at an all-time high. In this connec- 
tion, a splendid packet was recently 
sent out by the Institute to all mem- 
bers of the AICPA Committee on 
Cooperation with Credit Grantors 
and to Chairmen of State Committees 
of each state, in which there was en- 
closed material for use in arranging 
and furthering such joint meetings 
of accountants and bankers. 

As one who has worked as a loan 
officer in the financing of industry for 
many years, and especially in finane- 
ing and counseling growth companies, 
I well know, and I take every oppor- 
tunity to impress on others in the 
banking business, the very great 
valne, as an indispensable working 
tool, of good accounting figures and 
close relationships with independent 
public accountants. Certainly, I am 
sure you will agree that, likewise, 
contact by you accountants with the 
banker, as the ultimate principal user 
of your product, has real importance 
and value. As one individual, I am 
firmly dedicated to the continuation 
of such mutually-valuable relation- 
ship and to its further maximum im- 
provement—to assist in my humble 
way in making a contribution, how- 
ever small, toward this end—and 
that, gentlemen, is the only reason 
I am here before you today. 


i 
i 
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Into a loan man’s mind, over thi 
years, is seared this statement—‘‘Ge 
the Facts—or the Facts Will Ge 
YOU!’’ A loan officer must need thij 
advice or he is apt to have a loss 
Too many losses—and he is out of 4 
job. In making decisions on loans: 
like making decisions on anything 
else, wrong decisions are not so ofter 
mistakes of judgment as they are re 
sults of not having the facts. Goox 
audit figures will help to get the fact. 
and, many times, avoid a loss. Cer 
tainly those same words, ‘‘Get thi 
Facts—or the Facts Will Get You!’ 
are no less of importance to you in thi 
accounting profession. 

A very astute Northwest banke}) 
wrote me that ‘‘We follow a practic? 
of requiring certified audit reports t4 
accompany all credit application) 
from contractors (as a class) whethi 
the account is new or already esta 
lished. In such eases, recourse to th 
auditor is invaluable. I recall one i 
stance where our guidance in thi/ 
respect forced our client to adopt oa 


| 


ventional accounting and audit pr 

cedures, which resulted in operation) 
that were profitable, and whicl 
would not have been profitable wit 

out the accountant’s services. Thi 
secret in this case lay in the clien| 
first ascertaining proper costs an 
then entering his bids in the light °| 
the data provided.”’ 

Management decisions are based oy 
financial figures, and hence manag 
ment must be certain that such state 
ments are reliable, otherwise faultz 
decisions will be made. The primary 
purpose of an audit, it might b» 
emphasized, is not in order to bor 
row more money, but rather, as th) 
illustration indicated, to assist th) 
business to make more money. You 
own and highly-regarded Executiv 
Secretary, John Carey, in a talk oi 
en in California some months ag 
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put it this way: ‘‘Independent au- 
dits are no longer widely regarded 
primarily as a means of detecting er- 
rors and irregularities, but as a means 
of adding credibility to financial 
statements. It is the auditor’s opinion 

.his acceptance of responsibility 
...that people are willing to pay for 
and, to a large extent, they risk their 
money on it.’’ 

An example of poor accounting 
and poor accountant relations, so far 
as the bank is concerned, is evidenced 
in a certain case which an Eastern 
banker friend told me about. The 
bank had a loan of a fairly-sizeable 
amount. The banker said he thought 
everything was going along nicely, 
when suddenly he found that the com- 
pany had lost a substantial amount 
of money and a crisis resulted. The 
company had a CPA for some years, 
and in checking into the situation, 
| the banker found, as he expressed it: 


(a) That this outside accountant, in 
_his opinion, had tolerated incompe- 
tence wn the office staff. He really 
did not have a top accountant on this 
job, which was certainly a necessity 
due to the company’s volume and 
' problems, and the like. 

As bankers, we like to feel that this 
is a responsibility of the outside CPA 
—to see that the client has a compe- 
tent accounting staff. Obviously, this 
| is also a means of keeping the audit- 
-ing fees within reasonable limits; 
otherwise, the accounting firm has to 
| go back and do practically all the 
bookkeeping to complete its analysis 
} and make up the audit. 

(b) That there 
control. 

It was three to four months before 
the banker finally got a good inven- 
‘tory. The basic records were poor 
j and almost nonexistent, hence it was 
i practically impossible to determine 


was no imventory 


what the company’s costs were or 
had been. My banker friend pointed 
out that he was, at the same time, be- 
ing called upon to advance substan- 
tial sums of additional monies, run- 
ning into six figures, to protect loans 
already made—and he didn’t even 
have good inventory figures—he 
couldn ’t tell whether the company 
could make money, whether its costs 
were in hne, ete.—a terrible handi- 
cap. Kven with complete informa- 
tion the decisions would have been 
difficult enough, particularly as oper- 
ating losses for the previous twelve 
months had all but wiped out the 
net worth. 


(ce) That the accountant had led the 
management to belive that he was 
doing the work and carrying out his 
responsibility, but apparently this 
was not so. 

The accountant later explained 
that the owner of the business would 
not let him do the things that should 
be done; however, according to the 
banker, not only did there appear a 
lack of insistence on his part but, 
also, the accountant failed to set up 
and maintain adequate general ac- 
counting records in the company. 
Further, the banker stated, the ac- 
countant had frequently talked with 
the bank—but not once had he in- 
dicated to the banker that he was 
having difficulty in getting his ideas 
over or that the records were sutfer- 
ing as a result. The banker said that, 
to the contrary, he was led to believe 
that everything was satisfactory. 


We all know that accounting is not 
an exact science, and that judgment 
and ability play an important part 
in decisions and conclusions; it, 
therefore, becomes very important to 
make a determination as to whose 
judgment we, as bankers, wish to 
depend upon—and this is where the 
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personal element comes in. As to 
those accountants who, by their ac- 
tions, prove themselves to be incompe- 
tent or those who may continue to 
resort to substandard practices and 
audit reports—the only weapon the 
banker has is to pass them by, to re- 
fuse to accept their reports and re- 
fuse to recommend their services to 
other clients. I might add that a 
list is maintained by many banks and 
bankers of those whose aurlit reports 
have not measured up in this respect 
and who, so far as their reports are 
concerned, are ‘‘persona non grata.’’ 


Not very long ago, at one of the 
joint meetings of accountants and 
bankers I mentioned, an accountant 
came up to me after my talk and said 
that he was worried about a certain 
situation. He pointed out that he 
had been making up reports of a 
certain company for some three or 
four years which were not audits but 
actually were merely being taken 
from the books and records, for the 
client would not pay for an audit. 
He said that he knew the banker in 
the case was extending credit, but he, 
the accountant, felt certain that this 
financial report given to the banker 
was incorrect; he also knew that the 
borrower had been telling the banker 
that the money he was borrowing was 
needed to meet the payroll, when in 
fact it was being used to pay past 
due taxes. The accountant told me 
that his conscience was bothering 
him, and that unless the banker raised 
a question this year he felt he could 
no longer continue making up the 
report and would give up the ac- 
count. He said that he had hoped 
and actually prayed that the banker, 
somehow, would read and understand 
the disclaimer—realizing it was not 
an audit—and thus proceed to in- 
quire into the facts, possibly eorrect- 
ing the situation before it was too 


late. The accountant emphasize 
that in this manner the banker woul} 
not only be helping himself, but als 
conceivably saving the business for 
both should it be desirable. It is ayy 
parent from this and other actuef 
instances that much also remains t! 
be done insofar as the education ol 
the banker is concerned, particularl| 
in the smaller banks, in furtherin} 
his knowledge of audit forms, prc 
cedures, responsibilities, accountants 
terminology, ete. A careful study o 
the splendid booklet recently pra 
pared by the Institute, entitled ‘*4; 
Questions and Answers about Aud 
Reports,’’ would be most worth 


: ° : 5 | 
while in this connection. i 


ri. 


Times have been too good the las 
fifteen to twenty years. We’ve prol 
ably all gotten too careless. Banker} 
have not been as technical, or ha 
not tended to analyze trends as cart 
fully as in the past. We haven’t ha 
to! I am sure, also, that banker 
have been more willing to accept fi 
ures which were not properly audited 
or reports which have not been to 
well done, to say the least. | 

At a recent meeting of the Rober) 
Morris Associates Chapter in Lo 
Angeles, this matter was discussec 
It was agreed that bankers undoub 
edly have been neghgent in this r 
spect. It was also considered essenti 
that from now on we should be mor’ 
careful, more selective, and pay mor 
attention to and insist on good audi 


figures and reports. 


Very often the question properl; 
arises as to the ethics and propriet; 
of a banker asking the accountan. 
for pointed information without th 
express approval of the client. It wa, 
suggested by an accountant whom | 
know that bankers incorporate a pr 
vision either in their statement for 
or by getting a separate authority 
the time a loan is made, authorizin 


them to talk with the accountant at 
} any time about any phase of the busi- 
i ness or the statement figures. I would 
| suggest, here, the advisability of ob- 
} taining at the same time a letter or 
order to this effect, directed to the 
-accounting firm, so that the account- 
ing firm would have something in its 
i files for the record. The accountant 
j}and banker should always be on a 
| personal basis, and, as bankers, I feel 
'we all have a right to expect ie ac- 
| eountant to work with us—and I am 
}sure that this is so. 
| There is one other subject about 
}which I should like to talk with you 
today, and that is substandard audits. 
I am sure you will agree that, over 
he years, as a result of our close ¢o- 
operation and interchange of ideas 
ibetween accountants and_ bankers 
throughout our country, and particu- 
ilarly between the State Societies, the 
Institute and the Robert Morris As- 
ssociates through their standing Chap- 
{ter and National Committees much 
)good has resulted to our banks, to the 
jaccounting profession, and to our 
}economy. Further, greater strides 
{forward would now be possible if a 
imethod could be found to encourage 
greater compliance with auditing 
standards and thus reduce to a mini- 
mum substandard audits. 
I am authoritatively told that to- 
day one of the biggest problems con- 
fronting your profession is the preva- 
Jence of these substandard audits. 
The Institute’s Committee on Audit- 
ting Procedure has, over the years, 
established high standards for audit- 
ing—yet, despite its bulletins and case 
studies, I am told there is increasing 
evidence that CPAs, in too great a 
Measure, are not adhering to these 
principles. We mean, of course, ‘‘sub- 
standard’’ due to carelessness, in- 
difference, or lack of capacity of the 
accountant. 
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Obviously, a subsidiary issue to 
this problem is that of discovering 
ways of bringing more of these cases 
into the light of day, as a result of 
which, perhaps, constructive discipli- 
nary action might be taken to bring 
about compliance with standards. 
The reticence of bankers, credit 
erantors and other third parties to 
reveal substandard auditing to the 
State Committees of the State Socie- 
ties or to the Institute is natural—but 
unless, somehow, a workable and 
sound plan is developed in this re- 
spect, progress toward enforcing 
compliance in these many cases will 
be slowed considerably, if not brought 
to a standstill. 

All of us, of course, are aware of 
the technical and possible legal rami- 
fications of this over-all subject, but 
certainly these should not deter us 
from constant review and discussion 
and exploration of the problem in all 
its facets. If a solution is reached, or 
if even only some additional steps for- 
ward are taken at this time, it is wide- 
ly acknowledged that it would be one 
of the greatest constructive forces in 
our generation for further advance- 
ment of the profession. 

As indicated, this is a subject 
which is in the forefront of your In- 
stitute and its national officers and 
your State Societies and, of course, 
is of great importance to bankers 
generally. For these reasons, I 
thought you might be interested in 
a few observations I was able to get 
together in anticipation of this talk 
today. In my limited time I can 
present only a few of the reactions 
received, and, I submit, these expres- 
sions of opinion are only for your 
consideration—you and I may or may 
not agree with all the thoughts ex- 
pressed, but some may have merit. 

Listen to what one authority, an 
outstanding financial advisor to busi- 
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ness, and who, incidentally, has a 
long and successful background in 
accounting and as a CPA, had to say : 
“‘The Institute cannot expect the 
banks to be the sole enforcer and po- 
liceman for audit standards. The ac- 
counting profession, in my judgment, 
will never get anywhere in this mat- 
ter of policing until it takes on this 
responsibility itself, along with banks 
and other credit grantors. This could 
be done by establishing a committee 
on a national basis, as well as a state- 
wide basis, or even on an area basis. 
This committee would be delegated 
with authority to make a constant re- 
view of audits and audit standards, 
with the express objective of locating 


and reviewing substandard audits 
and bringing constructive discipli- 
nary action where necessary. This 


committee would have to have, by 
agreement, the right to pick out cer- 
tain accounts from the different CPA 
firms and review the audits, as well as 
audit systems and practices of that 
firm. They should have a right to 
discuss with bankers any questions 
that might arise, all on a confidential 
basis.”” This authority went on to 
say, ‘‘It is the practice of large na- 
tional accounting firms to have travel- 
ing audit teams step into the various 
offices of their firms and review their 
methods, policies and systems, and 
expressly examine audits made, look- 
ing at them as of a subsequent date 
when they have the benefit of hind- 
sight. In this way, they keep an over- 
all policy in effect, as well as stand- 
ards, which at the national level the 
partnership members lay out.’’ I 
could not help thinking at the time 
that there may be some comparison 
here, however remote, to the examina- 
tion and disciplinary action involved 
in the examination of banks by the 
National Bank Examiners identified 
with the Comptroller’s Office, and a 


parallel to the setup of the Stati) 
Banking Department involving Stat} 
banks. These Examiners, of cours¢ 
have the right to go into the membe; 
banks for regular examinations t} 
detect weaknesses, bad practices 0j 
policies, or substandard loans. Th: 
more one thinks of this problem, if 
seems there could be the germ of a} 
idea here worthy of further invest! 
gation and consideration. The publi 
interest is certainly concerned i} 
both instances but, of course, to 
much greater degree in the case of 
banks, Some, undoubtedly, woul, 
take exception to the right of an} 
such committee to delve into the rec 
ords of a CPA firm, and perhaps thi 
might be impractical; and, as somé 
one stated, it is not ‘‘the America] 
way,’’ especially in the absence of aj 
actual complaint being filed. Even i 
this event, perhaps the recours 
should be only by a hearing, in whie} 
the accountant would submit h 
papers as a part of the proceedings 
the hearing. Obviously, we are nd 
attempting, nor do we have the al 
ity, to outline or pinpoint any specifi 
plan, but merely to challenge t 
thinking of all of us in the dircetio 
of this important problem. 
Here, again, on this matter of er) 
forcement of standards, listen to 
senior statesman in your professior 
“This matter of policing is eee | 
the accounting profession’s job. 
start could be made from reviewi 
audit statements that are available 
the public, which would inelude ex 
tensive reports submitted in connee 
tion with SEC applications and othe 
reports; bankruptcy records whe 
audit reports were made a part of th 
record; reports to stockholders wher 
copies of the audit might be submit 
ted to each stockholder; audits iv 
volved in connection with offici 
State documents or court procee 


ings, where such statements might be 
submitted in evidenee.. These,’’ he 
continued, ‘‘would furnish at least a 
good starting point for the activity 
of the enforcement division.’’ 

This authority went on to say that 
) he understands, from legal counsel, 
that ‘‘The owner of an audit report, 
being the one for whom the report is 
made, is privileged to give the report 
/ to anyone he may wish without criti- 
‘cism or liability to the accountant 
who made it up. Banks, of course, 
come into possession of their figures 
| in this manner. Any third party re- 
ceiving an audit report, and this 
would of course include the banks, 
¥ would not be privileged to pass on 
(the report without the approval of 
‘the owner thereof, or at least in doing 
'so, without some lability, possibly, 
) accruing; in other words, in the event 
i of a substandard audit report, the 
) banker certainly could pass it on to 
ithe enforcement committee without 
jany liability, provided he had the ap- 
/proval of the owner or, in this ease, 
the borrower. Under such circum- 
stances,’’ this accountant told me, ‘‘it 
lis felt that the approval would be 
(forthcoming, and in many instances 
ithe banker could get the owner to 
»submit the report to the enforcement 
{committee and by-pass the bank.’’ 
The opinion was also expressed that 
‘when and as procedure is set up for 
such enforcement of standards, 
others will voluntarily bring the re- 
iports to the Society’s attention for 
ithe correction and benefit of standards 
fgenerally. ‘‘A vigorous, operating 
fenforcement procedure,’’ he reiter- 
ated, ‘‘would be a truly great step 
forward.’’ This senior CPA conclud- 
ed his remarks with the statement, 
“One of the greatest forces in our 
lifetime for developing more-or-less 
{minimum standards has evolved in 
the case of accountants’ reports re- 
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quired in connection with the sale of 
securities, calling for full public dis- 
closure of all facts by the applicant. 
This has had a most beneficial ef- 
fect, and has raised the standards of 
the accounting profession in the 
United States to a considerable de- 
gree.’’ He went on to say, ‘‘If this 
problem of enforcement could be 
worked out, it would be an equal if 
not greater step than any heretofore 
taken.’’ 

Another thought on this subject 
a further source of development of 
substandard audits could well be 
from information furnished from the 
follow-on accountant. This would be 
applicable where the accountant has 
been changed, for one reason or an- 
other, perhaps as a result of the in- 
sistence of the banker. The follow-on 
accountant would have the opportu- 
nity to review the work of his prede- 
cessor and, if not up to standards, to 
turn in the information to the proper 
Committee of the State Society or 
the Institute for constructive disei- 
plinary action. If the banker is being 
asked to participate in bringing to 
light substandard audits that might 
pass over his desk, certainly it is to 
be expected that the accountants 
should have a similar sense of re- 
sponsibility to report on their fellow 
accountant where knowledge of such 
substandard work comes to them. I 
full well realize there is hesitancy or 
reluctance here also, but it seems to 
me that the obligation on the part of 
the accountant to do this is even great- 
er than that of the banker—but, 
again, both have mutual interests. 

In any discussion of this subject 
of making available possible sub- 
standard audits to the appropriate 
Committee of the AICPA or State 
Societies, the question of legal re- 
sponsibility always arises. As I see 
it, the situation need not call for the 
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banker to be in a position of the ‘‘star 
witness for the prosecution,’’ but 
rather, the determination as to sub- 
standard is purely a factual matter— 
does the report meet the standards of 
the profession, or doesn’t it? The 
banker is not making any charges— 
he is not being called upon to make 
the determination—neither is he, in 
most instances, qualified to do so. Is 
he not just presenting the report for 
analysis by a jury composed of ac- 
counting experts? It is they who 
would reach the verdict and deter- 
mine whether they deem it necessary 
to take further disciplinary action in 
the event of substandard workman- 
ship. The banker may have an idea, 
but need not take a position, in sub- 
mitting the report which he considers 
to be substandard, but merely call for 
an expert analysis. 

Questions involving public rela- 
tions, or claims that the bank might 
be ‘‘snooping,’’ could possibly be 
overcome, in a large measure, if and 
when in your wisdom you might see 
fit to incorporate the equivalent of 
Statement 23 into your rules of pro- 
fessional conduct; in other words, as 
individual, professional members of 
the Institute, you would have laid 
out the ground rules—and, in effect, 
you would have ‘‘asked for it.’’ Even 
under these circumstances, for the 
purpose of submission of any audit, 
of course, the bank would expect to 
get the approval of the borrower, so 
that it would not be passing along 
confidential information and_ thus 
violating its confidential relationship. 
It would seem that this would give 
you the tool of enforcement, when 
and as you really become of the mind 
to use it. 

In discussing this subject with a 
prominent attorney, he confirmed this 
lne of thought and expressed the 
opinion that there would appear to 


be a large area in which the ban 
could work with the accounting pre 
fession in this matter of raising sull 
standard audits. He felt there woul: 
be no liability on the bank or banke; 
if he were to select an audit and, ij} 
effect, say to the Standards Commit 
tee of the Society that, ‘‘Here is a} 
audit—we wish you would look 
over and determine for yourselve: 
whether it is substandard.’’ In othe 
words, this attorney emphasized th 
point that if, as a bank, we makt 
certain representations which may 
not be true, then we assume some re 
sponsibility ; however, in such an 1 
stance as indicated, here we mak} 
no representation but merely submi 
it to the Committee for consideration! 
the bank, then, would be assuming 
no liability. Of course, we would, a 
indicated, have received the approv 
of the borrower to such action. 

I should lke to conclude these r 
marks by paying high tribute to eae 
of you, to your fine Association, an 
to the accounting profession in ge 
eral, for the outstanding record yo 
have made and the high standard! 
attained. It is almost unbelievabl| 
that within our lifetime, statement 
audits, have become of general us) 
and are now generally speaking, 
strict requirement in many transa 
tions in our national commerce, in 
cluding a prerequisite for bank eredi 

You can well take pride that th 
standards of your workmanship hav 
shown a continuous rise, and in th 
Survey I undertook, bankers nation: 
wide reported an upward trend in the 
quality of reports they were receiving 
in their banks. Obviously thought 
there is much more that can be ae 
complished toward making thes» 
Standards even higher, and especialh 
in this area of substandard workman 
ship, as well as broadening the us 
of audit reports. 
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We all know that the problems full support of the Robert Morris 
here are many and varied, including, Associates and your banker friends 
| to be sure, some differences of opin- throughout the land. I am certain 
ion among your own members, but that there is a large area in which the 
(this must not deter us from trying banks can work with the accounting 
to find solutions, but rather, stimu- profession in this matter of policing 
| late all of us to the challenge—also, substandard audits. Further unbi- 
| 1 can assure you that in your con- ased, objective and unhurried con- 
tinued endeavor to solve these prob- sideration of all factors, I am sure, 
lems you can, as always, look to the will assist in finding the answer. 
| 


TAXES 


MAY CUSHION 


THE EFFECT OF LOSSE 


By Mary 


We think of losses cushioning, or 
reducing, or even eliminating taxes, 
but if there is a loss how ean it be 
made less a loss by taxes? And yet 
there are provisions in the Internal 
Revenue Code which, while not en- 
tirely curing losses, can act as seda- 
tives and lessen the pain somewhat. 
These comments will be primarily 
concerned with one type of such se- 
dation, the use of net operating loss 
deductions. 

Business, by custom, operates on 
an annual accounting period; govern- 
ment budgets are set up on an annual 
basis; and the tax structure is also 
designed with an annual accounting 
motif. In 


the main, business finds 
this a fairly reasonable measuring 
stick, since a year’s operations will 


include the seasonal fluctuations. 
However, there are some businesses 
which, because of their nature, do 
not have such a fairly stable operat- 
ing period, or their eyelical fluctua- 
tions may cover longer periods than 
can be encompassed within one year. 
The net operating loss provisions of 
the income 


tax law were put into 
effect largely to even out the tax 


burden of such enterprises. 
Pressure from business, as it com- 
menced to recover from the loss 
years of the thirties, also influenced 
Congress in writing in loss earry for- 


GILDEA 


ward provisions into the 1939 Code: 
The boom created by World War I 
brought other questions. Would ex 
cess profits taxes and renegotiatioy 
proceedings leave a sufficient surplu) 
to overcome losses created by can 
cellation of war contracts? And sh 
the 1942 Act provided for a carry; 
back from loss years to preceding 
profitable ones. Various terms ha 
been used as the period covered unt 
the 1954 Code provided for a cari 
back of losses to two preceding | 
and a earry-forward to five subse 
quent is still the la 
today. 


vears, which 
Under the 1989 Code and the Ae 
amending it, the theory underlyin} 
the allowance of a net operating los 
was that it should represent an actud 
economic loss as contrasted with | 
tax return loss. Thus, there were ad 
justments in both fhe year of los 
and the year of deduction providin} 
for the elimination of special trea 
ments which made the tax return ir} 
come less than the actual economi 
income. These adjustments related 
tax-free interest, dividend credit 
the excess of statutory depletio) 
charges over depletion on a cost be 
sis, adjustments of capital gains an) 
losses, and—in the case of individual 
—the elhmination of the personal ex 
emptions. While the theory wae 
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‘simple, the execution provided diffi- 
culties. This may have been because 
| taxpayers did not always read care- 
) fully and apply accurately the speci- 
i fie rules relating to these adjust- 
ments. There also arose the feeling 
| that these provisions created discrim- 
| ination between taxpayers averaging 
/out income between loss and _ profit 
) years and those taxpayers who showed 
/a more stable profit picture. This 
-attitude is clearly shown by the re- 
port of the Senate Finance Commit- 
I tee on the rewriting of this part of 
‘the Code. 

| The intention of Congress may 
| have been the laudable one of elimi- 
} nating discrimination. Tax practi- 
) tioners can thank them for achieving 
some degree of simplification. 

| There may be some cases open coy- 
‘ering years prior to 1954. If any net 
| Operating losses are involved, the 
“amounts of the losses, the deductions, 
{and the carry-overs must be com- 
| puted under the law applicable to the 
‘taxable year involved. Most of the 
‘interest at the present time, however, 
‘is in the provisions of the 1954 Code. 
| The definition of a net operating 
iloss in the Code is very simple. It is 
“The term ‘net operating loss’ means 
the excess of the deductions allowed 
‘by this chapter over the gross in- 
'come.’’ However, the next sentence 
reads ‘‘Such excess shall be computed 
Iwith the modifications specified in 
subsection (d).’’ That is where dis- 
}tinctions must be made. 

For a corporation the modifications 
pare: 

| 1. No deduction shall be allowed 
under Section 242, relating to par- 
tially tax-exempt interest ; 

2. No deduction under Section 
922, relating to Western Hemi- 
sphere corporations ; 

3. The deductions for divi- 
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es) 
On 


dends received shall be allowed 

without regard to 85% of net in- 

come limitation; and 

4. The deduction allowed by See- 
tion 247 relative to dividends paid 
on certain preferred stock of pub- 
he utilities shall be allowed without 
the limitation based on the taxable 
income. 

After giving effect to the foregoing 
modifications, the net operating loss 
figure so determined becomes, with- 
out change, the deduction to be ear- 
ried back to the second preceding 
vear. However, in determining 
whether there is any excess to be ecar- 
ried forward to another year, the 
same adjustments must be made in 
the year of deduction as were made 
for the loss year. That may sound 
confusing, but perhaps an example 
will clarify it: 

Let us assume that a corporation 
had a net operating loss, after the 
adjustments, of $150,000.00 for 
1957. In 1955 it had a net income 
of $200,000.00 which included 
$100,000.00 in dividends and a de- 
duction of $25,000.00 for partially 
exempt interest, thus showing a net 
taxable income of $115,000.00—the 
$200,000.00 less the 85% dividend 
eredit. The carryback of the 
$150,000.00 from 1957 would, of 
course, eliminate all tax for 1955. 
The amount of net loss carry-over 
to 1956, however, would not be 
$35,000.00, but would be computed 
as follows: 

$200,000.00 net income plus 
$25,000.00 tax free interest deduc- 
tion less the $85,000.00 dividend 
eredit, or $140,000.00. This sub- 
tracted from the $150,000.00 net 
operating loss carry-back would 
leave $10,000.00 to be applied 
against 1956 income. 

These modifications give rise to 


e 


some rather odd and interesting situ- 
ations. A corporation may have an 
accounting income and at the same 
time a net operating loss carry-back. 
This is particularly true in that twi- 
light zone where the dividends are 
more than 85% but less than 100% 
of the net income. 

An individual may also have a net 
operating loss deduction if the loss 
was sustained in a trade or business. 
In the ease of an individual, some of 
the modifications are self-explanatory 
but others need amplification. There 
is not much difficulty in understand- 
ing the elimination of personal ex- 
emptions, the ban against including a 
net operating loss, or the elimina- 
tions of the 50% credit against net 
long-term capital gains. 

Non-business capital losses cannot 
exceed non-business capital gains, 
and business capital losses cannot 
exceed the sum of business capital 
gains and non-business capital gains. 
The result of these limitations is that 
no net capital loss will be considered, 
whether it is a business or a non-busi- 
ness loss. 

Ordinary deductions which are al- 
lowed for such personal items as 
contributions, interest, taxes, and med- 
ical expenses are to be offset against 
non-business income such as salaries, 
dividends, and so forth. If the result 
is an excess of deductions, the whole 
thing is eliminated in the calculation 
of net operating loss; if the result is 
an excess of income, the amount of 
that excess is to be added to the busi- 
ness income. The only ordinary de- 
duction which is taken out of this 
computation is a non-business eas- 
ualty loss. By special provision this 
item is treated as a business logs. 

Any gain or loss on property used 
in the trade or business is to be taken 
in at the full amount, not treated as 
a capital gain or loss. This would re- 
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fer to real property used in the trade 
or business or business propert 
which is subject to depreciation. | 

In the case of a husband and wife) 
the joint net operating loss for any 
taxable year for which a joint returr) 
is filed must be computed on the com, 
bined income and deductions and the 
modifications are also to be computec! 
on the combined income anc 
deductions. 


The question of capital gains anc 
losses can become somewhat bother} 
some, particularly where there are 
capital loss ecarry-overs from prio 
years. However, the examples givert 
in the regulations are very clear anc 
should be consulted in any sucl 
situation. 

By special provision, there is n 
recomputation of contribution limita} 
tions in the year in which the loss i# 
deducted. If a net loss suffered ir 
1957 is carried back to 1955, the de 
duction for contributions in the re 
computation of the 1955 tax will re 
main the same as was permissible un 
der the original return. However} 
this does not apply to medical ex 
penses or to the standard deduction 
These will have to be recomputed, 
which may result in a larger medica 
expense deduction and it may resul 
in a small standard deduction. If i 
does result in a smaller standard de 
duction it may be beneficial to chang 
to itemized deductions. 

If the loss is not fully absorbed in 
the year of deduction, additional 
modifications must be made to deter- 
mine the amount to be carried to an- 
other year. These modifications in- 
clude the resetting of the first year of 
deductions by elimination of personal 
exemptions; elimination of the 50%: 
reduction of net long-term capita 
gains; elimination of net capital loss 


es; and recomputation of ae 


SS. 


limitations, and in this ease the re- 
computation includes contributions. 
Again, reference to the regulations 
discloses some very carefully worked 
out examples. 
A partnership is not allowed to 
deduct a net operating loss but the 
individual partners can use their pro- 
portional shares of any loss to deter- 
mine if they are entitled to such 
deductions. 
An estate or trust may have an 
joperating loss deduction with the 
modifications applicable to an individ- 


H 


leductions attributable to grantors 
nd others treated as substantial 
iowners; the elimination of a trust’s 


Ispecial provisions relating to 
charitable contributions and _ to 


distributions. 
' In addition, if there is any unused 
net operating loss deduction at the 
termination of a trust or estate, such 
unused portion may be transferred to 
the beneficiaries. 

Some of the most bothersome—and 
ost interesting—aspects of net 
pperating losses are those relating to 
successor or acquiring corporations. 
Prior to the enactment of the 1954 
Code, there were no statutory pro- 
visions relating to carry-overs from 
Me corporation to another. There 
were numerous cases which had been 
adjudicated by various Courts, in- 
rluding the Supreme Court of the 
Inited States. Nevertheless, there was 
zonfusion since each case was settled 
n specific facts and taxpayer cor- 
dorations were, naturally, always 
crying to find new avenues of ap- 
broach. Congress tried to correct this 
whaotic situation by writing Section 
381 into the Code. 

Section 381 permits carry-overs to 
he following types of successor 
sorporations : 
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(a) a parent after complete liquida- 
tion of the subsidiary providing the sub- 
sidiary’s stock was purchased by the par- 
ent more than two years before the 
liquidation ; 


(b) a parent corporation which had 
acquired the properties and assumed the 
debts of a wholly owned subsidiary in a 
tax-free liquidation under 1939 Code See. 
112 (b) (6); 

(ce) the transferee in certain specified 
types of non-taxable corporate reorganiza- 
tions. 

The carry-over provisions do not 
apply to partial liquidations, to split- 
up, spht-off, or spin-off types of re- 
organizations. There are certain 
rules and regulations governing the 
use of these carry-overs by transferee 
corporations which must be studied 
and followed carefully. There is also 
Section 382 which provides for ‘‘Spe- 
cial Limitations on Net Operating 
Loss Carryovers.”’ 


The main provisions of Section 382 
may be divided into two categories, 
those relating to the purchase of 
stock in a corporation, and those re- 
lating to continuity of the business 
of the corporation. 

Section 382 (a) relates to the pur- 
chase of stock in a loss corporation. 
It provides that if ten persons (or 
less, if there are less than 10 stock- 
holders) who own the largest per- 
centage of stock in the corporation 
had inereased their ownership by 50 
percentage points or more during the 
prior two years, this shall meet one 
of the requirements for disallowance 
of the loss carry-over. The increase in 
ownership is to be counted only if it 
is by purchase of stock or by a de- 
erease in the outstanding stock. The 
50 percentage points of increase does 
not refer to percentage of increase 
of the holdings of the individual 
stockholders, but to the percentage 
of the outstanding stock of the cor- 
poration. Consequently, if the ten 
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largest stockholders do" not, ate une 
end of the qualifying period, own a 
total of 50% of the corporation stock, 
the rule would not apply. It must be 
remembered, however, that the num- 
ber of ten can be enlarged in two 
ways: First, if some stockholders 
own the same number of shares as 
some of those in the first ten, they al- 
so must be included, thus increasing 
the number; second, by applying the 
attribution rules of constructive 
ownership. 

The other test under Section 382 
(a) is that of continuity of operation. 
The carry-over will be disallowed if 
the provisions of the 50 percentage 
points increase are met and if the 
corporation does not continue to 
carry on substantially the same trade 

business as before the change in 
stock ownership. There are no regu- 
lations to date defining what will be 
considered as substantially the same 
trade or business. We can only refer 
to the Committee Reports to ascertain 
the intent of Congress in enacting 
this provision, and the wording is 
not specific. It states only—‘‘If, as 
a result of such an inerease, the cor- 
poration shifts from one type of 
business to another, discontinues any 
except a minor portion of its business, 
changes its location, or otherwise 
fails to carry on substantially the 
same trade or business as was con- 
ducted before such an increase, then 
the condition in subparagraph C is 
met.’’ That quotation was from the 
Senate Committee report. The Con- 
ference Committee report amplified 
the meaning slightly by stating: ‘‘If 
the corporation continued to carry 
on substantially the same trade or 
business, the limitation would not be 
applicable even though the corpora- 
tion also added a new trade or 
business. ”’ 


Reading the law as enacted an: 
reading the Congressional comment 
still leaves many questions to be a1 
swered. Taxpayers who are considey 
ing acquiring loss corporations eal 
only be advised to proceed wit! 
caution. 

There is another provision of Sed 
tion 382 to which attention must be 
given, Subsection (b) relates to | 
limitation on net operating los 
carryovers in cases of reorganizatior) 
under Section 381 (a) which we hay 
previously discussed. Briefly th 
Drove: that the stockholders of th 

‘Joss’? corporation must own, imme« 
diately after the reorganization, 4 
least 20% of the fair market valu 
of the outstanding stock of the ad 
quiring corporation. If the ownell 
ship is less, the net operating los 
carry-over will be reduced propo 
tionately to the amount that tl 
ownership is less than 20%. In othe 
words, if the ownership is 15%, 
carry-over will be reduced to 75% 
its original amount; if the ownershi 
is 10%, only half of the carry-ove 
will be permitted. 


Writers and commentators on tal 
matters have presented many ided 
as to the possible difficulties wit: 
these provisions, and also ideas 
to possible loopholes. All of it, ho 
ever, can be summarized as follow 


In any case where there is to be 
acquisition of a loss corporation or a rf 
organization or other combination 
which a loss corporation is a _ part 
study carefully the Code, the Committe 
Reports, and any other material avai 
able; analyze the situation fully, an 
try to determine the pitfalls and advas 
tages under various methods of handlin 
taking into consideration the particule 
facts involved. And don’t forget Co 
Section 269 which still permits the Go 
ernment to disallow tax advantages 
acquisitions which are presumed to } 
merely for the purpose of evading 
avoiding income tax. 


While this discussion has been con- 
‘fined to net operating losses and their 
use in reducing the tax burden of 
profitable years, there are other al- 
lowances for lossses such as those for 
lossses by storm or other casualty, by 
‘theft and embezzlement, and even 
those caused by illness in the guise of 
medical deductions and sick pay al- 
jlowaneces. By permitting the use of 
such items to reduce the tax lability, 
‘the Government shares with the tax- 
payer some of the loss incurred. 


During this period of diminishing 
‘and vanishing profits, it is extremely 
necessary for management and _ for 


|the various means of using losses to 


loffset tax liabilities, and to obtain 
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refunds on taxes paid in previous 
years. The timing of expenditures 
and the necessity of retrenchments 
might well be affeeted by the possi- 
bility of a partial relief through re- 
funds of taxes previously paid. The 
tax practitioner can be of great ser- 
vice to his clients by a careful re- 
view and analysis of their operations 
with these tax benefits in mind. But, 
in spite of this fraternal sharing of 
losses by means of tax benefits, both 
as tax practitioners and as taxpayers 
we should remember it is still better 
to have profits and income even 
though we have to pay the tax on 
them. No matter what the tax ad- 
vantages, it is still a fact—if I may 
paraphrase Gertrude Stein,—that a 
loss is a loss is a loss. 


ACCOUNTING FOR STOCK — 
SUBSCRIPTIONS IN ILLINOI 


By Paut W. CLEVENGER 


The problem of accounting for cap- poration. This latter right is spe), 
ital stock subscriptions arises in part  fically provided for by statute.* 
because of the unique quality of con- In view of these facts, the probl 
sideration necessary before shares then arises as to what accounti} 
may be issued. In an ordinary sales entries should be made by the eq 
transaction, a corporation is free to poration accepting a subseriptia 
transfer the purchased asset to the adequately to disclose the situatid 
vendee upon the vendee’s promise to 
pay sometime in the future. Capital 
stock, however, may not be issued 
until it has been fully paid for in 
‘‘money, in property, tangible or in- 
tangible, or in labor or services ac- 
tually performed for the corporation 

Neither promissory notes nor 


{ 
| 


or from the negative side, to ave) 
an improper impression. Assumil f 
a $10,000 par value subscription |) 
110,°, the following entries are thc 
typically suggested in accounti 
textbooks :* 


Stock Subscriptions 


‘ ; . Receivable el OO0RO0 } 
future services shall constitute pay- Capital Stock Subscribed . 10,000} 
ment, or part payment, for shares of Paid-In Surplus Some a OO! 


a CNTNNDER TAO! TM ivawa sanevbatet ame : : 
a corporation. These restrictions Then upon payment of the full purch: 
do not prohibit stock subscriptions price: 


acueutaceammnensil 


but do attempt to defer the enjoy- Capital Stock 

ment of shareholders’ rights until Subscribed - + 10,000.00 

the necessary type of consideration is Capital Stock . . . . 10,0007 
paid in full. The evil at which this If a balance sheet is drawn off } 


provision is aimed is the issuance of any time prior to full payment of t 
capital stock upon ‘‘paper promises,’’ subscription price, the amount ct 
a practice which may constitute a ried in Paid-In Surplus quite nat 
fraud upon creditors and other share- rally leads the reader to assume thi 
holders. i 

aA ges a yea 2“ Tn the event of a sale of any shares by reas}l 

Even though a subscriber may not of any forfeiture, the excess of proceeds reali: 
be said to be the legal owner of over the amount due and unpaid on su 


WH 


ee 4 =e shares shall be paid to the delinquent subse | 
shares, he does have certain explicit er...” Id. § 157.16. 
rights. He may complete payment * Shares having a par value may be issued yy 
and become a shareholder, or he may eee ede ieee ae than) che aaa 
default in payment and seek restitu- ‘Finney & Miller, Principles of Accounting 


3 : Se Perea Introductory 256 (5th ed. 19 ; Karrenbr 
tion of the amount paid into the cor- & ee eis ae 


ed. 1953); Moyer & Mautz, Functional Acco 
ing (Intermediate) 257 (2nd ed. 1951). 


Pill Rey. Stat. ¢) 32, § 157i 


6) 
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legal consideration for this amount 
was in fact received by the corpora- 
tion. This would only be true if more 
than the premium had been paid in 
and if it is assumed that the first 
amount paid in is the premium 
rather than the par value. The latter 
assumption would be extremely hard 
to defend and is not a good solution 
to the problem. There seems to be no 
valid reason for claiming Paid-In 
Surplus upon an unpaid subscription 
except that the corporation has a 
reasonable expectation of receiving 
the legal consideration sometime in 
the future. But the same could be said 
of the par value of the stock and ap- 
parently no one suggests making an 
entry in the Capital Stock account 
for the par value of the stock until 
the legal consideration has been re- 
ceived in full. 

Allowing Paid-In Surplus to be es- 
tablished when a subscription is re- 
ceived may put the corporation in a 
very tenuous position. If stock divi- 
dends are declared out of such sur- 
plus before payment of the subscrip- 
tion price, in effect, fully paid for 
shares are created without there ever 
having been paid into the corportion 


anything to support such shares. 
Their validity could be seriously 
questioned. Crediting the premium 


on stock subscriptions immediately to 
the Paid-In Surplus account also has 
the disadvantage of working against 
‘full disclosure.’? If a _ balance 
sheet is draw up, the statement may 
oresent the anomalous situation of 
Subscriptions Receivable greater in 
amount that Capital Stock Sub- 
seribed. Nor could the statement 
reader ascertain what the subscrip- 
‘ion price was or what percentage of 
the price had been paid unless such 
‘acts were independently disclosed. 
All of these objections would be over- 
»ome by putting the full subscription 


price in the Capital Stock Subscribed 
account with a parenthetical expres- 
sion, for balance sheet purposes, dis- 
closing the par value of the sub- 
scribed stock. Paid-In Surplus would 
then be credited only when the sub- 
seription is fully paid and the stock 
certificates are issued. This pro- 
cedure would not hide the total sub- 
scription price nor lead the reader to 
the false impression that the corpora- 
tion had received legal consideration 
for all of its Paid-In Surplus. 

When a subscriber defaults under 
the present method of accounting for 
stock subscriptions, the premium 
amount that was credited to the Paid- 
In Surplus account upon receipt of 
the subscription is not removed. Con- 
tinuing the example given above, if a 
default occurs after, say, 40% of the 
subseription price has been received, 
the following entries would be made: 
Capital stock Subseribed 10,000.00 

Stock Subseriptions 


Receivable ; 6,600.00 
Contingent Refund — 
John Doe 3,400.00 


This method permits the Contingent 
Refund account to be stated at an 
amount determined by the relation- 
ship between the par value of the 
stock subscribed and the amount still 
due from the subscriber. The amount 
so determined has very little relation 
to the actual contingent liability 
which is the amount paid in by the 
subseriber.2 The resulting under- 
statement in the Contingent Refund 
account is cured only when the stock 
is subsequently sold. If the selling 
price is lower than the original sub- 
scription price, the following entry 
would be made: 


10,500.00 
10,000.00 


Cash ; 
Capital Stock 
Contingent Refund— 
John Doe 


5 See note 3 supra. 


500.00 
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Capital Stock 10,500.00 
Paid-In Surplus : 500.00 

Contingent Refund— 

John Doe 1,000.00 


The end result, after either of the 
above entries has been made, is cor- 
rect, but the intervening error 1s 
neither desirable nor necessary. 

Where the premium upon subscrip- 
tion is credited to the Capital Stock 
Subseribed account, the following en- 
tries could be made under the same 
default situation as above: 


Captial Stock 


Subseribed 11,000.00 
Stock Subserip- 
tions Receivable 6,600.00 
Contingent Refund— 
John Doe 4,400.00 
The Contingent Refund account 


would be stated initially at the 
amount paid in by the defaulting sub- 
seriber which would be the maximum 
amount due to him in any event. 
Upon a subsequent sale of the 
stock under default at a lower price, 
the following entry could be made: 


Cash 10,500.00 
Contingent Re- 
fund—John Doe 500.00 
Capital Stock 10,000.00 
Paid-In Surplus 1,000.00 
Upon sale at a greater price 
Cash 11,500.00 
Capital Stock 10,000.00 


Paid-In Surplus 1,500.00 


The end result would be the same ai 
that reached by the other method giv) 
en above, but the intervening erro} 
has been eliminated. 

The practice of creating Paid-by 
Surplus upon receipt of a stock subi 
scription, although based upon ; 
reasonable expectation of receiving 
legal consideration for the shares 
subscribed, is misleading to the ba 
ance sheet reader since he is led t 
believe that the legal consideration 
has already been received. The dit 
rectors of the corporation might als| 
be misled in the same manner ang 
declare a stock dividend out of thi) 
Paid-In Surplus so created. In fort 
this would create fully paid fo 
shares without the necessary con! 
sideration to support them. Ther 
too, the goal of ‘‘full disclosure’’ ij 
not properly served. The creation 
Paid-In Surplus when the subserip 
tion is received hides the total su 
scription price and makes it impos 
sible to determine the percentage 
the subscription price uncollected ux 
less that information is independent, 
given. All of these objections may 
easily overcome by putting the full 
subscription price into the Capita 
Stock Subseribed account with a pa 
enthetical expression of the par valv 
for balance sheet purposes. Thi 
procedure would also simplify a 
counting for defaults by subseriber 
and would allow the Contingent Ri 
fund account, in connection with th 
default, to be stated at the prop 
amount. 


JLMER 


3y 


For our discussion of corporate 
debt financing, | have approached it 
through four basie vehicles: Mort- 
gage Loan, Purchase Lease (which 
| appears on the balance sheet as a foot- 
note item), Direct and Public Finane- 
ing. The first two involve real estate. 
Each of them revolves around a prop- 
jer relationship to the worth of a 
} company and its credit. Therefore, 
| let’s turn our attention first to what 
| we generally look for in this respect. 
| A eredit check up from our view 
} point includes an analysis of the gen- 
jeral reputation of the firm, the type 
'of business done, the length of time 
/in business, its products and whether 
{there is a continuing demand for 
1 those products. What is its industry 
) position, its status with customers, 
, suppliers and bankers, and is the 
financial condition in proper ratio to 
ithe proposed financing? What type 
of management does the business 
‘have? What is its ability and are 
there good ‘‘backup’’ men? The 


sheet. A good history of 
}management with continuity § may 
| often overcome balance sheet deficien- 
| cies, but a good balance sheet will not 
rand should not overcome poor 
management. 

We analyze the earnings history 
of the company with considerable 
care. Essentially, this is a comparison 


i 


| 
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of adjusted profits and the interest, 
principal or rent charges which the 
borrower proposes to undertake. The 


margin of 


coverage is considered 


highly significant along with the sta- 
bility of performance and the cur- 
rent trend in earnings as a guide to 
the feasibility of the proposed invest- 
ment. A satisfactory history of earn- 
ings generally indicates stability and 


safety. <A 
earnings, 


satisfactory history of 
however, may not offset 


balance sheet deficiencies. Because we 
have had tremendous prosperity for 
some time past is no indication that 
this will continue forever. 

There are certain guideposts or 
rules of thumb which may be applied 
as standards in evaluating a credit 


risk. 


These are somewhat arbitrary, 


therefore, require that they be used 
with judgment and with sufficient 
flexibility to take into account the 


facet 


difference in 


that there may be a considerable 
individual businesses. 


Earnings 


1) 


4) 


A ‘*Good’’ coverage would be in ex- 
nearer 2% times. 
about 14% would 


SO Tnaial, 2 Very 


cess of two times 
Less than 2 times 
be considered 
borderline. 

Other things being equal, a 
coverage should be somewhat stronger 
—sinee caleulated before 
taxes. 

An exception would be a retail opera- 
tion, particularly a chain store. 
Current earnings should show a 
“¢good’’ coverage. A current operat- 
ing loss is very bad. 


Creme laa 


this is 


2 
ELMER B. HOSKING is General Manager of the Mid-America Mortgage 
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5) A widely fluctuating coverage is not 
desirable. Stability is a desirable 
characteristic and may compensate for 
lack of wide margin. 

6) The direction of sales and earnings is 
important. A eurrent downward 
trend is a poor sign. In a growth 
business, coverage will not be good in 
early years. 

7) The reaction of the company to eco- 
nomie conditions in the 1930s, in 
1937-38, again in 1949 is quite signifi- 
eant. If losses were sustained it may 
mean a vulnerability to a reaction in 
business conditions. 

8) The policy of the company regarding 
dividends should be reasonably con- 
servative. Should not pay out more 
than 70%, less if the business is 
growing and expanding and there is 
need for additional eapital. 


Balance Sheet 


In most instances: 


1) Total debt should not exceed 50% of 
Net Worth. In some real estate cases 
75%. 

2) Long Term Debt should not 
Net Working Capital. 

3) Fixed assets should not exceed 75% 
of Net Worth and should not be over 
50% in a retailer or wholesaler. 


exceed 


4) Cash and receivables combined should 
exceed total current liabilities except 
in a retail business. In the latter 
case, a deficit is to be expected. 


| 


Cash generally should equal or exeeed 
income tax liabilities. 

Now for the real estate side of the 
picture. It used to be that individual 
buildings were erected alone the in- 
stitutional line to last 50 years. But 
today the emphasis is on flexibility 
and fluidity. The preferred plant 
is a new, modern, general purpose 
plant. The desired size in square foot 
area is dependent upon the economic 
area where it is located. A modern, 
one-story building, having general 
purpose use, with a square foot area 
between 25,000 and 50,000 feet, is 
considered to be the most desirable. 
This is but a generalization, as plants 


of larger size are in demand in our 
larger metropolitan areas, and if the} 
eredit rating of the company is fay-| 
orable it can overcome many plant) 
deficiencies, including the size of the} 
plant. | 

If a plant exceeds 100,000 square: 
feet, particularly in a small commu~ 
nity, credit factors are a strong deter- 
minant as to whether we will con-' 
sider the transaction. 

And now let’s turn to the first of} 
the four debt vehicles previously 
mentioned—the mortgage. This is a 
time-honored and popular method. 
However, the financing is hmited by 
the value of the real estate, for the} 
ratio of the loan to appraisal is gen 
erally not over two-thirds. The term; 
of the loan is not fixed. It will likely} 
range from 10 to 20 years and aver 
age out at 15 years. Interest rates ar 
dependent upon market conditions a 
the time the loan is made. 


Next, we come to the purchase 
lease or sale-leaseback. Relatively 
new, it has come into prominence 
since the close of World War II. 
Still limited by the value of the rea 
estate, it nevertheless permits highei 
borrowings than a mortgage inas+ 
much as the sale will probably be atl 
book value or at a fair market value 
of the land and buildings. Industry 
finds it attractive for many reasons} 
not the least of which is the fact 1 
frees up money for operating capital 


Rental rates are dependent on the 
credit of the occupant and the attrae- 
tiveness of the real estate. The rates 
are done on two bases. One is on & 
level payment basis, which is a fixed 
amount—the same rental each yeai 
of the lease—and the other, the so 
called high-low pattern, which calls 
for a higher rent for the early years 
of the lease and a lower rental durin 
the latter part of the term. There ar 


many types of high-low patterns, but 
one in common use is the higher rent- 
al for a 15-year period and a lower 
rental for the last ten years of a 25- 
year primary lease. 

The amortization of the investment 
in the early years on a constant level 
basis for 25 years amounts to only 
about 25% during the first ten years. 
This depreciation and write-down is 
sometimes considered inadequate, 
particularly if the plant is of a spe- 
—eialized nature. The high-low basis en- 
ables a faster write-down during the 
| early term of the lease and, this fact 
plus the lower rental during the lat- 
) ter part, gives the tenant an attrac- 
| tive average rental during the entire 
/term. The high-low pattern is pre- 
| ferred by some companies. It gets 
a lower average rent, for one thing. 
For another, it obligates itself to 
{ pay the higher rent during the period 
it can foresee high earnings. Thus, 
fit provides a measure of security 
| through the lower rental in the years 
which might not be so productive. 

The yield rate to the lender or 
| buyer on a purchase-lease transac- 
ition is generally higher that if it had 
|} made a mortgage on the same proper- 
ty, generally by as much as 14 to %4 
}of a point. This is logical because 
jof the higher percentage of invest- 
iment on the part of the investor. 

It is essential that the lease be 
firm with no escape or cancellation 
clauses in it. Situations of possible 
| prepaid rent by the tenant should be 
avoided. The important thing to re- 
‘member is that the lease is a para- 
|} mount instrument which must be sat- 
isfactory to the lender. 

Now, we get into the frequent ques- 
tion of re-purchase options which are 
bdemanded by many of the firms to- 
day. We look with a dim view on 
these—in fact we do not grant them. 
|| In the first place a re-purchase option 
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can be considered 100% mortgage 
financing. In the second place, it is 
quite obvious that attractive real es- 
tate would always be repurchased, 
but unattractive real estate would 
not. We have, under certain condi- 
tions, granted what we term a reject- 
able re-purchase option at a predeter- 
mined price. This gives us the option 
of rejecting the re-purchase offer 
if we so desire. If we do reject it, we 
usually grant the tenant the right to 
cancel his lease. 

In the so-called  purchase-lease 
transaction, a stronger degree of cred- 
it support is required than in the 
ordinary mortgage transaction. Also, 
we do not feel it is sound business to 
invest money in a plant which is 
equivalent to the net worth of the 
company itself. Further, we do not 
hke to engage in a_purchase-lease 
transaction with a company of rela- 
tively new vintage. We feel, gener- 
ally, that a company should have 
been tested under adverse conditions 
before we undertake the risk of mak- 
ing such an investment which will be 
amortized over a long period of years. 
Generally speaking, it is our opinion 
that a company should have a net 
worth of about $1,000,000 before it 
qualifies for a purchase-lease transac- 
tion. I am not talking of a mortgage, 
nor am I saying we won’t make a 
purchase-lease where the net worth is 
less than a million. We have—many, 
many of them. But at the million 
dollar figure and above, there should 
be sufficient strength in the balance 
sheet to take eare of the lean years, 
which always seem to creep into this 
thing. 

This kind of financing is a tailored 
operation to an extent not found in 
the financing of other types of prop- 
erty. For that reason it is sometimes 
difficult to predict in advance whether 
the vehicle to be used should be a 
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mortgage loan or a purchase-lease. 
The location, the adaptability of the 
improvements and the particular 
position of the plant user may often 
decide this. Then, too, although any 
deal which stacks up for purchase- 
lease also qualifies for a mortgage 
loan in a lesser amount, the reverse 
is not always true. It does not fol- 
low that a deal which qualifies for a 
mortgage loan will also invoke in- 
terest on a lease-back basis. Many of 
them will—but not all. 

The remaining vehicles of Direct 
and Public Financing have the ad- 
vantage of not being hmited by real 
estate value. Strictly credit loans, 
they are used for a variety of pur- 
poses including the financing of ma- 
chinery and equipment. It is not my 
purpose to argue the merits or de- 
merits of these methods. Each has its 
proper place. 

You folks, more than I, are aware 
of the requirements and manner 
through which Public Issues are han- 
dled. Similarly, you are familiar with 
Direct Financing methods. I should 
hke, however, to mention the partici- 
pation feature of some of our direct 
note issues. Perhaps participation is 
not the right word. Let me illustrate 
what I mean by citing a recent case 
of ours. A company wanted to build 
and equip a new plant. Our Mort- 
gage Department made a 20-year 
mortgage loan on the plant. Our 
Commercial and Industrial Loan De- 
partment made a 15-year note loan 
for the purchase of the equipment. 
The interest rate was the 
each transaction. 

The sources of money tend to ex- 
pand as the net worth of the com- 


same in 


pany increases. Direct term 
and mortgage loans are the chief 
vehicles for less than a million dol 
lar company. At about the million 
net worth mark purchase-lease gener- 
ally becomes available. Generally 
public issues enter the picture at 
higher net worth figures. Of course} 
there is equity financing available, but 
it is costly and has very little value 
to small owners who have strugglec 
for years and don’t want to share 
the fruits of their labors with a lof 
of outside owners. 

Debt financing plays an impor 
tant part in our present economy! 
There was a time when borrowing was 
considered unsound. However, this 
feeling has changed and it is now con} 
sidered a proper tool. Proper use 0 
debt in most instances results im 
higher return to the common stock. 
holder on his investment. To illus} 
trate this, recently I analyzed <¢ 
statement of an actual company. Its 
common stock earning rate had the 
common stockholders supplied all th 
capital would have been about 714% 
Actually, through the use of borrower} 
capital the earning rate to the com) 
mon stockholders was nearly double 
or about 15%. Certainly if I ear 
borrow money from another persoi 
and end up doubling my return o1 
the money I put in, I am going to d 
it if I can find someone to lend me 
the money. So the question is not sq 
much whether to go into debt, bw 
rather to what extent. 

I belong to the school of though 
which believes in sensible corporate 
debt financing. Indeed, I think it 4 
necessity if our gross national prod 
uct is to expand, as it surely will. 
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INVENTORY 


he 
CALENDAR—FISCAL—PROBATE 
COURT-—SALES—FIRE 


Now available in Illinois, Indiana and Wisconsin. We are an inde- 
pendent inventory service—using only trained inventory personnel, 
specializing in the retail business field. 


Over 1600 satisfied accounts and in all probability, we may be serviec- 
ing one or more of your accounts at the present time. 


We are not an accounting or calculating service, our service is limited 
to the taking of a physical inventory, itemized or non-itemized depend- 
ing on the circumstances for which it is needed. 


Guaranteed Accuracy—the following is a list of the various accounts 
Wwe are now servicing. 


Drug Stores Clothing—all types 
Hospitals Shoe 

Photographic Hardware 

Grocery Supermarts Liquor 

Stationery Cigar 

Variety & Novelty Appliance 


For further information phone or write. 


Inventory Is Our Business 


MANGINI & ASSOCIATES, INC. 


Over 20 Years of Inventory Service 


800 W. NORTH AVENUE MOHAWK 4-4720 CHICAGO 22, ILLINOIS 


We Push 


~ Buttons 
to Help 

Your Clients 

Cut Clerical 
Costs 


Four out of five companies like 
those you serve have at least one 
clerical operation that can be 
handled most economically by 
today’s push-button methods. 

STATISTICAL provides a serv- 
ice through which any com- 
pany — large or small — can 
make use of the latest punched- 
card tabulating techniques, without 
investing in additional manpower and 
equipment. 

On the other hand, where your cli- 
ents have tabulating departments, 
STATISTICAL can help them cut costs, 
too, in handling their overloads, con- 
versions or special assignments. 

No matter which of these services is 
called for, our methods engineers will 
be glad to work with you in giving 
your clients the benefits of push-button 
techniques. 


Just write or phone 
HArrison 7-4500 


STATISTICAL 


TABULATING CORPORATION 


Established 1933 » Michael R. Notaro, President 


TABULATING + CALCULATING + TYPING 
TEMPORARY OFFICE PERSONNEL 


53 W. Jackson Blvd., Chicago 4, Il. 
Telephone HArrison 7-4500 


Chicago New Yorke St. Louis * Newark Cleveland Los Angeles * Kansas City 


